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EXECUTIVE SUMMAHY

Since the early 1980s, the Hedth Care Financing Administration (HCFA) has been encouraging
health maintenance organizations (HMO:s) to provide Medicare coverage to enrolled beneficiaries
in return for fixed prepaid premiums. Our four and a half-year evaluation of these Medicare risk
plans provides evidence that the risk program is achieving some of its goals while not fulfilling its
promise in other areas.

THE MEDICARE RISK PROGRAM: ITS PURPOSE AND EVOLUTION

As one of many efforts to bring Medicare costs under control, HCFA has sought to extend to
Medicare the cost-efficiencies that HMOs are believed to effect for the health care of the nonaged.
HMOs, which act as both insurer and provider, have an incentive to provide care in the most cost-
effective manner possible, reducing unnecessary services and providing health care in the least
expensive but appropriate setting. The market power of HMOs aso often enables them to negotiate
favorable prices for provider services. These incentives arc in marked contrast to those for providers
who treat Medicare beneficiaries on afee-for-service (FFS) basis, since FFS providers benefit from
increasing rather than reducing services to their patients. Since most beneficiaries (about 70 percent)
have insurance plans (medigap) to cover the cost of Medicare deductibles and coinsurance, no market
force exists to exert pressure on FFS providers to hold down their costs.

The Medicare risk program, which became operationa in April 1985 under the aegis of the Tax
Equity and Fiscal Responsibility Act (TEFRA), allows HMOs to enroll Medicare beneficiaries and
receive a capitated payment in return for providing or arranging for their Medicare-covered services.
The capitation payment to the HMO for a beneficiary who lives in a given county is equal to 95
percent of HCFA's actuaria estimate of the average amount that HCFA would expect to spend in
FFS reimbursements for a Medicare beneficiary who resides in that county, adjusted for the
individual’s age, sex, reason for entitlement (age or disability), institutional status (residing in a
nursing home or not), and Medicaid dligibility. The county rate, the Adjusted Average per Capita
Cost (AAPCC), is equal to the estimated average Medicare reimbursement per beneficiary in the
United States, multiplied by the historic average ratio of Medicare reimbursements per beneficiary
for the county to Medicare reimbursements per beneficiary for the United States, caculated over the
most recent five-year period for which data are available. In return for the AAPCC premium, HMOs
must provide or arrange for all of the Medicare-covered services needed by enrolled beneficiaries.
HMOs also cover the Medicare deductibles and coinsurance for which the beneficiary is responsible,
and can charge a premium for this coverage, as well as for any other benefits covered by the risk plan
but not by Medicare (for example, eye exams and lenses, hearing tests and aids, prescription drugs,
and preventive care). Each year, participating HMOs must calculate their expected revenue
requirement per member month for providing coverage of Medicare-covered services (based on the
rates they charge to their non-Medicare members for comparable coverage, adjusted for differences
in the utilization rates of Medicare and non-Medicare members) and compare it with their expected
‘average AAPCC payment. The HMO must use any surplus between the expected payment from
HCFA and the HMO's projected revenue requirements for Medicare-covered services to reduce the
premium charged to beneficiaries or to provide additiona benefits to the beneficiary at no charge (or
return the surplus to HCFA). Any deficit must be absorbed by the HMO; the premium and
copayments charged to beneficiaries are redtricted to the actuaria value of Medicare deductibles and
coinsurance (calculated by HCFA), and the revenue requirement for any extra benefits.
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The Goals of the Risk Program Are to Reduce Costs and Increase the Choices of Beneficiaries

HCFA'’s primary goa in establishing the risk program was to reduce Mcdicare costs, by paying v
HMOs 95 percent of what it would normally spend on FFS coverage. HCFA also sought to achieve
two objectives with the risk program: (1) to provide health care that is more efficient than that
rendered by the FFS sector, but of comparable or supcrior quality, and (2) to give Medicare
beneficiaries access to the same range of choices of health care ddivery systems that are available to
younger individuals. HCFA also hoped that costs in the FFS sector would decline as more Medicare
beneficiaries enrolled in HMOs. The hope and expectation was that the risk program would be
attractive to HMOs, causing a rapid expansion in the number of participating risk plans and
beneficiaries.

The evaluation of the risk program was funded to determine whether the risk program
accomplished these objectives. In addition to testing hypotheses underlying these objectives, the
evaluation has provided estimates of the magnitude of the effects of the risk program, assessed
whether they differ for certain types of HMOs, market areas, or beneficiaries, and identified possble
reasons that the program did or did not have the anticipated effects. Analyses of the many topics
examined are presented in 17 separate reports completed over the past four and a half years (listed
in Appendix A), including impact analyses, case studies or special topic reports, and annua reports
on changes in the program. This report is a summary and synthesis of the findings from these studies.

Enrollment in the Risk Program Has Grown Steadily, but the Number of Participating Plans Has
Declined

As of June 1992, agpproximately 1.4 million (3.9 percent) of the estimated 35.5 million Medicare
beneficiaries in the United States were enrolled in the 83 active Medicare risk plans. The number
of enrollees has increased steadily each year since 1985, but the number of active participating risk
plans has dropped to 83 from the peak of 134 in January 1987. About 70 percent of the total
enrollment is concentrated in the 15 plans with over 20,000 members. The three largest plans aone--
two serving the Los Angeles area and one serving Miami--account for over one-third of the total
program enrollment. The participating plans serve 40 different metropolitan areas across 28 states,
giving about half of the Medicare population in the United States an opportunity to enroll in a
Medicare risk HMO. Figure 1 displays the geographic distribution of risk plans and enrollees.

The Structure, Organization, and Features of Risk Plans Differ Considerably

Risk plans differ from each other dong severd important organizationa dimensions, including
the relationship between the HM O and its physicians, whether the plan is for-profit, and whether it
is affiliated with a chain or is strictly local. According to HCFA's classifications, 57 percent of
participating HMOs are “independent practice associations’ (IPAs), an arrangement in which
individual physicians contract with the HMO to serve the HM O’ s patients but also continue to see
non-HMO patients and to operate out of their own offices. IPAs generally have fewer Medicare
members than other types of risk plans. About 27 percent of plans are “group model” HMOs, in
which the HMO contracts with a physician group to provide services, and 16 percent are “staff model”
HMO:s, in which physicians are employed by the HMO and paid a salary. For-profit HMOs comprise
58 percent of the Medicarerisk plans, and just over half are affiliated with chains.
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FIGURE 1

AREAS IN WHICH MEDICARE RISK PLANS OPERATE,
AND LEVELS OF ENROLLMENT, JANUARY 1992
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and San Diego). In these cases, the enrollment for the entire plan is attributed to the market area of largest enrollment.

The number of plans in the market area is shown in parentheses.



The Medicare risk plans serve primarily urban areas, but the service area of nearly one-fourth
includes at least one adjacent rura county. As of 1991, only one risk plan served an exclusively rura
area. Over haf of the HMOs that have risk plans and offer commercial coverage to rural residents
through contracts with employers limit their Medicare risk plan to residents of the urban counties.
because AAPCC rates for rural counties are typicaly far lower than the rates for adjacent urban
counties.

In 1992, the premiums that risk plans charged beneficiaries were well below many of those
charged by medigap insurers, ranging from zero (about one-fifth of the plans) to $97, and many of
the plans covered awide range of services that are not covered by Medicare. Virtually all risk plans
covered preventive care, and 82 percent covered eye care, but only one-third covered prescription
drugs. The proportion of plans offering coverage for drugs has dropped markedly from the early days
of the risk program (1986) as plans grew increasingly concerned about adverse sclection and sought
to lower their costs. The median premium has increased by 14 percent per year on average since
1986.

DO HMOs SAVE MONEY FOR MEDICARE?

By design, the risk program should lower costs to HCFA by 5 percent relative to what HCFA
would have paid in FFS reimbursements, because the HMOs are paid only 95 percent of the AAPCC.
However, if those who enroll in risk plans are not a representative mix of Medicare beneficiaries
(after the risk adjustment factors are accounted for), HCFA payments based on the AAPCC may not
be a particularly accurate estimate of what FFS reimbursements would have been for this group. This
potentia problem exists even if the AAPCC methodology forecasts average costs for those in the FFS
sector perfectly. In particular, if enrollees are healthier on average than other bencficiaries (that is,
if the HMOs experience “favorable selection”), the program will save less than the intended 5 percent
and may actually increase costs to HCFA. If HMOs experience “adverse selection,” HCFA will save
more than the 5 percent, but risk plans may lose money and drop out of the program. The
evaluation measured the extent of favorable or adverse selection and estimated the effects of the risk
program on costs to HCFA.

Risk Plans Attract Healthier-Than-Average Beneficiaries

Risk plan enrollees had substantialy lower Medicare reimbursements during the two years prior
to enrollment than did nonenrollees over a comparable time period, even after controlling for
differences between the two groups on the demographic risk factors incorporated in the AAPCC
payment mechanism. Prior reimbursements for a sample of nearly 100,000 new enrollees in 1987 and
1988 were about 20 percent lower overall than the risk-adjusted reimbursements for nonenrollees
from the same market areas. About two-thirds of the 98 risk plans examined experienced clearly
favorable selection according to this measure, and the other one-third experienced dightly favorable
or neutral selection; none of the plans experienced adverse selection. Similar results were obtained
from a comparison of the two groups of beneficiaries on the proportion having a prior hospital stay
for conditions that are associated with high costs in subsequent years.

Enrollees dso had fewer functiona disabilities and other indicators of chronic health problems
than nonenrollees, were less likely to rate their health as poor, and expressed less inclination to use
hedth care services when they were not feeling well. Even after controlling for enrollee-nonenrollee
differences in health status that could be due to differences between the groups on factors accounted



for by the AAPCC payment mechanism (enrollees were much less likely to be over 80 years old, to
be on Medicaid, to be in ingtitutions. or to be Medicare-entitled because of disability rather than age),
enrollees are 15 to 30 percent less likely than nonenrollees to exhibit various health problems. For
example, 27 percent of enrollees have ahistory of cancer, heart disease, or strokes, compared to 32
percent of nonenrollces (a 16 percent lower rate of incidence), even after adjusting for the
demographic risk factors. These findings were obtained from a 1990 survey of over 6,400 randomly
selected enrollees from 75 risk plans and a comparable number of nonenrollees from the same market
areas. The sample was drawn from the full set of enrollees, unlike the prior-use analysis samples,
thereby providing a more representative picture of the risk program as it matured.

The differences between enrollees and nonenrollees appear to be due primarily to the self-
selection of enrollees, since HMOs must enroll any interested Medicare beneficiary. Beneficiarics
with chronic health problems are less likely than those in good health to change doctors or give up
their freedom to use the primary care physicians, specialists, and hospitals of their choice.

The Risk Program Increases Estimated Costs to HCFA by 5.7 Percent

We estimate that HCFA paid HMOs approximately 5.7 percent more than would lit\have spent
for FFS care for enrolled individuals, primarily as aresult of the favorable selection into Medicare
risk plans. While HCFA paid HMOs 95 percent of the AAPCC estimate of what FFS costs would
have been, our estimates of these FFS costs for the survey sample of enrollees were only 90 percent
of the AAPCC projection. We obtained the estimated FFS costs by inserting data on various
characteristics for enrollees in the survey sample (demographic risk factors, health status, accessto
care, atitudes. and socioeconomic traits) into a Medicare reimbursements equation estimated for the
nonenrollees in the survey sample to project what FFS reimbursements would have been for the
enrollees. We used a smilar gpproach based only on the AAPCC demographic risk factors to project
the AAPCC payment that would prevail if it predicted FFS costs perfectly on average for the
nonenrollees in each market area. The estimated effect is significantly different from zero at the .01
level, and the 95 percent confidence interval for the estimated increase in cost to HCFA dueto the
risk program is 2.4 to 9.1 percent. Our estimates indicate that Medicare Part A costs (for hospital.
skilled nursing facility, and home health care) increased by 8.5 percent; Part B costs (for physician
services, laboratory tests, and X-rays) increased only by 2.7 percent.

The difference between projected AAPCC payments and projected FFS costs for enrollees were
due dmogt entirely to enrollee-nonenrollee differences in health status measures that were not fully
captured by the demographic risk factors--that is, age, sex, nursing-home residence, Medicaid
eligibility, reason for entittement, and county of residence. Differences in sdf-ratings of health. the
ability to perform routine daily activities without assistance, and a history of serious illness (cancer.
heart disease, or stroke) accounted for 83 percent of the difference between the projected AAPCC
payment and the projected FFS costs of enrollees. The history of serious illness indicator alone
accounted for 38 of the 83 percent. Differences in attitudes toward hedth and hedth care accounted
for 14 percent of the difference, and socioeconomic factors and access to care accounted for the
remaining 3 percent.

Cost increases for HCFA were greatest for enrollees in (1) the areas whose AAPCCs were
highest, (2) HMO:s that did not charge a premium, and (3) staff model plans. Costs to HCFA for
enrollees in plans that did not charge a premium were over 8.3 percent higher than FFS costs would
have been, whereas costs increased only by 2 percent for enrollees in plans that charged bencficiarics
$50 or more per month. Thus, although costs to HCFA have increased, the program requirement that
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excess payments be used to lower premiums or increase benefits to heneficiaries is clearly working as
intended. The greater estimated cost increases to HCFA in areas whose AAPCC rates are high
indicates that selection into risk plans is more favorable in such areas. Our cstimates, because of the
way they are constructed. are driven only by observable differences in the characteristics of cnrollees
and nonenrollees, and do not reflect any additional cffects on costs that would arise from crrorsin
the AAPCC in predicting average FFS costs for a given county or market area, nor do they reflect
differences in incfticiency across aress.

DO HMOs REDUCE THE UTILIZATION OF MEDICARE-COVERED SERVICES?

The premise of the Medicare risk program is that HMOs can prosper while providing Medicare
coverage for less money than the FFS sector, primarily by reducing unnecessary service use and
inefficiency in the delivery of health care resources. HMOs are believed to achieve most of their
savings by reducing hospita use, presumably by substituting less expensive types of care, including
ambulatory care, home hedth visits, and nursing-home care, and by practicing preventive care.

The structure of HMOs enables them to respond to the incentives to provide health care more
efficiently. Because they are responsible for providing the full range of services to enrolled members.
HMOs can coordinate their care, eliminating duplicative servicess. HMOs can also select physicians
who practice medicine in a cost-effective manner and are willing to cooperate with the HMO in
finding ways to manage utilization; too, HMOs can provide support services and practice guidelines
that will increase efficiency. Moreover, by emphasizing preventive care, HMOs may identify hedlth
problems before they become serious and their treatment more expensive. Furthermore, unlike
providers in the FFS sector, HMOs are not bound by Medicare regulations that limit the situations
in which certain types of care are covered (for example, that skilled nursing facility care be covercd
only after the patient has spent at least 3 days in a hospital, or that all home health care be
supervised by a registered nurse).

According to severa studies, these incentives and mechanisms substantially reduce the scrvice
use of nonagcd HMO members. Recent studies by Manning et al. (1984) and Dowd (1991) confirm
the estimates of earlier studies (reviewed by Luft, 1981) that HMOs reduce hospital use by 10 to 40
percent, with some studies indicating a reduction in admissions and others a reduction in the average
length of hospital stays (for example, see Stern et a., 1989).

We estimated the impact of the risk program on the utilization of hospital services, skilled
nursing facilities, home health care, and physician visits by comparing the service use reported by
enrollees and nonenrollees on the survey for the year prior to the interview, controlling for
differences in health status measures, attitudes toward health care, and demographic variables.

HMOs Reduce the Number of Hospital Days and Average Length of Stay, But Not Admissions

HMOs reduced the number of days spent in the hospital by 16.7 percent relative to what
enrollees would have used under FFS care, but did not affect the number of hospital admissions.
They reduced the average length of hospital stays by 1.5 days (16.8 percent). The conclusion that
HMOs reduce hospital days by shortening stays rather than by reducing admissions is contrary to
expectations generated by some previous studies, and is especially surprising given that Medicare's
Prospective Payment System (PPS), implemented in 1983, provides a similar incentive for hospitals
to reduce lengths of stay among FFS patients. (Under PPS, hospitals are paid a fixed, predetermined
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amount based on the patient’s diagnosis.) However, our findings are supported by our independent
analysis of the quality of inpatient care (described later), which showed that lengths of stay among
two groups of HMO patients with particular conditions (colon cancer and stroke) were 18 to 23
percent shorter on average than lengths of stay among FFS patients with the samc conditionsin the
same metropolitan areas. Further support for these findings comes from an evaluation case study
which indicated that, to shorten hospital stays, many successful risk plans use “case management”--
preadmission planning for each patient by a specially trained nurse, together with the patient’s
physician. to determine how long the patient should he in the hospital, identify thc type of
postdischarge care they are likely to require, and arrange for the necessary postdischarge care well
in advance to ensure that it is available when necessary. The lack of an effect on admission rates
suggests that few hospital stays for the elderly now are discretionary, and that FFS providers are using
new technologies to treat individuals as outpatients. Hospital admissions per 1,000 aged Medicare
beneficiaries in the FFS sector declined by 25 percent between 1985 and 1989, indicating that there
may be much less opportunity than once existed for HMOs to save money by reducing hospital
admissions.

Medicare Kisk Plans Increase the Likelihood That Beneficiaries Receive Some Services, but Reduce
Their Intensity or Frequency

Medicare risk plans increased the likelihood that beneficiaries had at least one visit to a physician
during the year (from 84 to 89 percent), but dightly reduced the likelihood that they had one or more
visits per month on average (from 14 to 12.5 percent). HMOs also increased the likelihood that
beneficiaries had a physical exam (by 6 percent), consstent with the emphasis of HMOs on (and their
coverage of) preventive care. However, plans had no effect on the average number of visits per
beneficiary in the month preceding the interview. This absence of an effect on number of visits
reflects the competing HMO incentives to reduce the number of visits per patient in order to control
costs, while encouraging patients to obtain routine preventive care in order to reduce the need for
more expensive services later.

Similarly, risk plans increased by a large proportion (but a small absolute amount) the likelihood
of a beneficiary’s receiving care in a skilled nursing facility, but did not increase the total number of
SNF days relative to what would have existed under FFS care. These estimates are consistent with
the expectation that HMOs may shorten hospital stays by substituting SNF care for more expensive
hospital days, an expectation supported by our findings for stroke patients that HMO members are
discharged sooner and to less intensive types of care arrangements (SNFs instead of rehabilitation
hospitals) than FFS patients. However, HMOs appeared to reduce the intensity of use, since there
was no effect on the total number of SNF days despite the increase in SNF admissions.

HMOs had no effect on the proportion of individuals with some home hegath care utilization, but
they reduced the number of home health visits by 50 percent. Again, HMOs do not limit initial
access to services, but control costs by reducing the intensity of the service rendered. HMOs reduced
vigts by registered nurses (for nursing care and physical therapy) and visits by home hedlth aides (for
assistance with persona care).

The Effects Are Greater for Patients with the Most Serious Health Problems

HMOs increased the use of some services by beneficiaries whose health was poorest, but reduced
the intensity of services more for this group than for other beneficiaries. For example, although
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HMOs had no effect on hospital admissions overal, they increased the probability of admission for
enrollees in poor hedth and those with functional impairments. On the other hand, the largest HMO
reductions in hospital days and home health visits were associated with beneficiarics who were in poor
health, had ADL impairments, or died within 9 months after the interview. Our results for quality
of care (reviewed below) suggest that these reductions are more likely to be due to elimination of
unnecessary services or substitution of other types of care than to restrictions on access to needed
care.

Reductions in Utilization Are Greatest for IPA and Group Modd Plans, Plans in High AAPCC
Areas, and Plans Whose Premiums Are Low or Modest

Staff model plans, plans that charged high premiums, and plansin low AAPCC areas were less
successful than other risk plans a controlling utilization. Staff model plans, which pay physicians a
sdary and do not expose them to financia risk, were unable to reduce hospital days and home hedlth
visits, in contrast to the sizeable reductions achieved by IPAs and group plans. Staff plans also
increased the number of physician visits substantialy, unlike the other model types. The much larger
reductions in hospital days per 1,000 members by HMOs in high AAPCC areas suggests that, not
surprisingly, FFS hospital use in these areas may be especialy inefficient. Finaly, the HMOs that
charged 1990 monthly premiums of $50 or more were unable to reduce hospital use or home hedlth
use and showed an increase in physician visits relative to the FFS sector, suggesting that their
utilization management practices or incentives did not yield more efficient medical practices than FFS.
and therefore did not enable these HMOs to provide coverage for rates substantially below medigap.

Medicare Risk Plans May Spend About 10 Percent Less than MCFA Would Spend for all Medical
Services

The combined HMO effects on hospital, physician, home health, and SNF use suggest that
HMOs may have spent about 10.5 percent less for al Medicare-covered services combined than the
amount that HCFA would have spent in reimbursements to FFS providers. This estimate, a weighted
average of the proportionate HMO effects on the four types of services examined (with weights equal
to the share of that service in tota projected Medicare reimbursements for enrollees), has no bearing
on whether the risk program affects the costs to HCFA, since payments to HMOs are predetermined
by the AAPCC and are unaffected by the HMOs’ actual resource use. However, the estimate docs
imply that the potential for cost savings to HCFA may exist. That is, the reduction in medical
resources consumed is reasonably large (due amost entirely to the 17 percent reduction in hospital
days), and may be sufficient to allow HMOs to cover their administrative costs, even if their AAPCC
payments were reduced. However, this estimate is quite rough, since the marginal service use
eliminated by HMOs may not be as expensive as that which could not be eliminated (for example.
the last days of a hospital stay may be less resource-intensive), thus lowering the amount of potentia
savings.  On the other hand, since we find that HMO members receive fewer tests and are more
likely than FFS patients to be treated by primary care physicians rather than by _specialists, the
difference between AAPCC payments and the amount paid by the HMO for medical services may
exceed the 10.5 percent estimate. Furthermore, HMOs may negotiate more favorable rates for
services than are paid by Medicare.
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HOW DOES TIIE QUALITY OF CARE PROVIDED BY MEDICARE HMOs COMPARE WITH
THE QUALITY OF CARE IN THE FFS SECTOR?

The quality of care delivered by HMOs may be better or worse than that rendered by FFS
providers. In responding to the financia incentives to provide care more efficiently, HMOs may
restrict services too much, leading to poorer-quality care. The efforts to economize can also lead to
poorer care if the HMOs' physicians, other service providers, or facilities are inferior to those in the
FFS sector.- On the other hand, the features that distinguish HMOs from FFS providers--the
coordination of care, the emphasis on preventive care, and lower out-of-pocket costs to members--can
lead to higher-quality care for enrollees.

We assessed the impacts of risk plans on the quality of care by (1) comparing the services
received by HMO and FFS patients who were hospitalized for colon cancer or stroke, and their
outcomes, (2) comparing the ambulatory care received by HMO and FFS patients for three chronic
problems (joint pain, urinary incontinence, and recurring chest pain), and (3) comparing the
satisfaction of HMO enrollees and nonenrollees with various aspects of the care they received. We
assessed the effects on the quality of care separately for stroke and colon cancer patients by
comparing the treatments received by a sample of about 400 HMO patients (from 19 HMOs) with
those received by an equa number of comparable FFS patients at hospitals serving the same counties
as did the HMOs; the data for this analysis were abstracted from the records of 154 hospitals. Data
for analyzing the effects on access to care and satisfaction with care came from the same survey of
beneficiaries that we used to estimate effects on cost and utilization. Statistical models were used
to control for differences between the enrollees and nonenrollees that could create differences in
access or satisfaction that were not due to the influence of the HMO.

HMOs Produce Similar Outcomes for Inpatients, Using Fewer Resources

The rates of death, readmission to the hospital, and postadmission complications among HMO
and FFS patients were similar, indicating no differences in outcomes. Furthermore, HMOs achieved
these outcomes with significantly lower use of various procedures, tests, or services. HMOs reduced
the length of hospital stays by 23 percent among colon cancer patients and by 18 percent among

Stroke Patients Colon Cancer Petients
Outcomes Enrollees Nonenrollees Impact Enrollees Nonenrollees Impact
Percent Readmitted within:
31 days after discharge 9.3 % 124 % 31 % 76 % 79 % 03 %
61 days after discharge 14.4 14.9 -0.5 116 12.2 -0.6
91 days after discharge 17.3 17.2 0.1 15.2 14.8 0.4
In-Hospital Deaths (%) 12.2 14.7 -2.5 3.4 4.8 -1.4

stroke patients, consistent with the 17 percent shorter lengths of stay observed overall among the
survey sample (which did not control for diagnosis). HMO members adso spent about one-third less
time in intensve care units on average for both conditions. In addition, HMOs substantialy reduced
the use of various laboratory tests and procedures that appeared to be discretionary, such as multiple
CAT scans and EEGs for stroke patients.



Although the similarity of outcomes suggests no major differencesin the quality of care, afew
differences do indicate that HMOs may be providing less adequate care in some situations. The most
griking evidence for this inference was the significantly shorter distance between the tumor and the
margin of resection (the portion of the colon that was removed) for HMO patients, for whom the
average distance was approximately equal to the minimum recommended by some specialists.
However, various other indicators of the qudity of surgical care reveded no differences between the
two sectors-for example, the amount of colon removed, the amount of blood lost during surgery, and
the average number of lymph nodes removed. HMO stroke patients received significantly less
physical therapy while in the hospital and had grester motor and speech deficits at discharge, yet were
not more likely to have postdischarge speech or physical therapy planned. This pattern suggests that
HMOs may skimp on rehabilitative care; on the other hand, HM O patients were discharged sooner
and may well have recovered an equivalent level of functioning with the passage of an equivalent
number of days after the date of admission. Finally, although HMO patients were not more likely
to have postadmission complications, and though the responses of HMOs to complications were
similar in most cases, HMOs were less likely than FFS providers to give chest X-rays to colon cancer
patients who experienced postoperative fevers (a review of the literature indicates X-rays are caled
for in 80 to 100 percent of such patients). HMOs also administered preoperative antibiotics less
frequently than did FFS providers. Such precaution is recommended for all colon surgery patients
by the American Society of Hospital Pharmacists as protection against wound infections; but this
difference between enrollees and nonenrollees did not produce a higher incidence of postoperative
fevers among enrollees in our sample. Thus, while there is no evidence that these various differences
in care led to poorer outcomes for patients, they cause some concern due to their potential adverse
effect on outcomes.

In addition to providing less resource-intensive care while the patient isin the hospital, HMOs
aso discharged both stroke and colon cancer patients to lower-cost settings than did FFS providers.
For stroke patients, HMOs discharged a higher proportion to nursing homes and a lower proportion,
to rehabilitation hospitals, which tend to be substantialy more expensive and provide more extensive
rehabilitative services than nursing homes. For colon cancer patients, HMOs discharged patients to
their homes more often and to nursing homes or rehabilitation hospitals less often. We have no
follow-up data on the quality of life or recovery time for either group of patients, so it is not possible
to determine whether these differences in post-hospital care are evidence of greater cost-effectiveness
or of poorer care by HMOs. We know only that these differences did not affect the rates of
readmission to the hospita for patients with either condition.

HMOs Provide Comparable Access to Ambulatory Care and Produce Similar Patient Outcomes
With Less Intensive Use of Resources

We observed no consistent pattern of differences between HMO and FFS patients in the
likelihood of recelving medica attention for the three common, chronic problems of the elderly that
were examined, but HMOs do consistently use resources less intensively. HMO members and FFS
beneficiaries were equally likely to have experienced each of the three health problems--joint pain.
chest pain, and urinary incontinence. While there were differences between the two groupsin the
proportion receiving medica attention, the differences ranged from HMO members being significantly
more likely than nonenrollees to receive care for their joint pain, equally likely to receive care for
incontinence, and significantly less likely to receive care for chest pains. Further investigation of the
HMO patients with chest pain who did not see a doctor revealed that none of these individuals had
sought care. This absence of evidence of differences in access to care contrasts markedly with the
sizeable differencesin the type and quantity of resources used in their treatment. For each of these
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conditions, HMO members were less likely than FFS patients to see a speciaist, lesslikely to have
a follow-up visit scheduled, and less likely to have their progress monitored. HMOs aso administered
X-rays less often (but only for patients with urinary incontinence). However, HMOs prescribed
medication more often for patients with joint pain than did FFS providers. No differences were
observed in prescribed treatments or use of specific diagnostic tests.

As we found for inpatient care, ambulatory outcomes were quite similar for HMO and FFS
patients despite the lower use of resources expended by HMO:s. The estimated effect of HMOs on
the likelihood that the patient was symptom-free at the time of the interview was not statistically
significant for any of the three conditions.

Joint Pain Urinary  Incontinence Chest Pain
Symptom Response HMO FFS HMO FFS HMO FFS
No Longer Experiencing Problem 227 % 21% 46.6 % 512 % 43.7 % 451 %
Symptoms Improved (for those fill
experiencing problem) 293%. * 36.5%** 35.6 % 292 % 393 % 444 %
Sample Size 2.243 2,009 946 764 556 524

**Edtimated HMO effect is significantly different from zero.

Of those who were till experiencing joint pain, HMO patients were less likely than FFS patients to
indicate that their symptoms had improved; no such difference was observed among patients still
experiencing urinary incontinence or chest pain. Taken together, these six outcome measures suggest
that the ambulatory care received by HMO patients is of comparable quality to that received by FFS
patients. The lower level of services rendered appears to be due to the elimination of discretionary
services.

HMO Enrolless Are Somewhat Less Satisfied than Nonenrollees with Their Care, but Are More
Satisfied with Costs and Have Broader Benefit Coverage

Over 90 percent of both HMO enrollees and FFS beneficiaries rated various dimensions of their
care as “good”’ or “excdlent,” but on virtually every dimension examined except cost, enrollees were
sgnificantly less likely than nonenrollees to rate their care as “excellent.” Enrollees were less likely
to rate their level of satisfaction as excellent for measures of the process of care (for example,
explanations given by their physicians, or the attention they received as a patient), the structure of
care (the ease of obtaining care, waiting times, and the ease of seeing the physician of their choice),
and the perceived quality and outcomes of care (the thoroughness of examinations, and the overall
results of care received). On the other hand, enrollees were much more likely to rate their
satisfaction with out-of-pocket costs as excellent and identified significantly fewer instances of needing
health care (of various types) for which they did not have coverage.

Another rough indicator of satisfaction--the proportion of enrollees who left the risk program
within the first year of enrollment--suggests that a sizeable proportion of new enrollees are not
satisfied . Twenty percent of beneficiaries who joined a risk plan disenrolled within 12 months after
joining, athough the rates varied widely across risk plans. Some rough evidence from the Medicare
Competition Demonstration plans suggests that disenrollment rates among enrollees in their first year
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were particularly high in those plans that contained a higher-than-average proportion of new
beneficiaries who were dissatisfied with the professona competence of their physicians.

Enrollees appeared to feel that the lower costs and wider set of benefits offered by the HMO
more than compensated for their lower level of satisfaction. About 93 percent of HMO enrollces
indicated that they would recommend their HMO to afriend or relative.

HOW D()ES MEDICARE RISK CONTRACTING AFFECT HMOs?

If the Medicare risk program is to be successful in the long run, it must not only ultimately save
money for HCFA and ensure that adequate care is provided, but also be sufficiently attractive
financially to HMOs. Our results on resource use suggest that HMOs arc successful at reducing
utilization relative to the Medicare FFS sector, and our findings on favorable selection and costs show
that HMOs are paid more than what HCFA would have paid for enrollees under FFS coverage.
However, these results do not ensure that the premium revenue received from HCFA and
beneficiaries is sufficient to cover the direct and indirect costs of HMOs to provide services to
Medicare members under arisk contract.

Because HMOs have the incentive and structure necessary to provide hedth care efficiently, they
were expected to make money or at |least to break even in the risk program, despite receiving what
was intended to be 5 percent less than what FFS providers would have been paid. These incentives
and structure are absent in the FFS sector. Nonethel ess, a substantial proportion (17 to 28 percent)
of Medicare risk plans (primarily quite small plans) dropped out of the program during three
successive years (1988, 1989, and 1990) by declining to renew their risk contract. Nonrenewing plans
almost universally cited financial losses as the reason for leaving the program, and almost no new
plans entered the risk program during these years. While these trends have abated and the number
of risk plans has remained fairly constant for the past two years, many plans still complain about the
difficulty of covering their costs under the program and indicate that they may soon leave the
program.

Three studies were conducted under this evaluation to determine the proportion and types ot
risk plans that are having financial difficulties and the reasons for their problems. One study (Shin
and Brown, 1992) used financia data submitted by HMOs for their entire operation for 1987. 1988,
and 1989, together with the HMOs’ estimates of the relative costs of serving their Medicare and non-
Medicare members, to estimate the profits or losses on their Medicare risk plan. McGee and Brown
(1991) used data on renewal decisions for years 1987 through 1990 to determine the types of risk
plans that were most likely to drop out of the program at some point. Nonrenewing plans for 1989
and 1990 were also interviewed to obtain additional insights. Finally, in early 1991, Bergeron and
Brown (1992) interviewed executives from 20 risk plans with at least 3 years of experience and 5,000
or more enrollees in 1990 to determine the factors that enable some to be financiadly successful but
not others, and why the unsuccessful plans have such different experience with their Medicare plan
than with their commercial plans for the nonaged.

About One-Half of Risk Plans Appear To Be Profitable
We estimate that about one-half of the risk plans (among those that contained at least 1.000

enrollees) had positive net revenues during the 1987 to 1989 period, and nearly half (44 percent) of
the 117 that contained 1,000 or more members at some point between 1987 and 1990 had

XXViil



discontinued their risk contract by 1991. Mcdian net revenues for the set of Medicare risk plans with
useable data were about -$3 to -$4 per member month, or about -1 percent of costs. Profit rates for
the overall operations of these HMOs were dightly better on average, but similar--about 57 percent
reported overall profits, compared with 48 percent cstimated to be earning profits on their risk plans.
and the median overall profit rate was 0.4 percent. However, the largest difference was the much
greater volatility of profit rates for risk plans. Whereas few HMOs (less than 8 percent) lost more
than 10 percent on their costs overall, 16 percent lost this much on their risk plan, and HMOs were
also much more likely to be earning 10 percent or more on their risk plan than on their overall
operations.

Among plans that had 1,000 or more members, about 3 of every 10 nonrenewing plans converted
to a different form of contract (cost or health care prepayment plan) under which the HMO bore
little or no risk of losing’ money (and had little or no opportunity to make money); others
discontinued service to Medicare beneficiaries entirely or offered a medigap policy. The proportion
of all HMOs with risk contracts that discontinued their contracts during the 1987 to 1990 period (57.
percent) was much larger than the 44 percent nonrenewa rate for plans with 1,000 or more enrollces.
Many of these plans never enrolled beneficiaries.

Risk Plan Success Varies According to AAPCC Rates, Favorable Selection, and the Ability of the
HMO To Control Hospital Use

The three factors that seem to be the strongest determinants of financial success as measured
by either profit rates or risk contract renewals are a relatively high AAPCC rate, highly favorable
selection, and the ability to control hospital use. Each of these factors was expected to be important:
a high AAPCC rate guarantees high revenues, a low hospital use rate is necessary to hold costs down,
and favorable selection implies that the AAPCC payment exceeds the FFS cost of providing services
to the stock of enrollees. HMOs with these characteristics were 12 to 19 percentage points more
likely to earn profits than those without the characteristics (for example, 58 percent of plans that
experienced very favorable selection earned profits, compared with 41 percent of those that
experienced less favorable or neutral selection), and were only half as likely to discontinue their risk
contract (only 29 percent of plans whose AAPCCs exceeded the nationd average cost per beneficiary
by 25 percent or more discontinued their contract, compared with 61 percent of those whose AAPCC
rates were below the national average).

Three other characteristics also seem to be associated with both profit rates and contract
renewal: (1) Medicare risk plan members comprise a relatively high proportion (at least 10 or 15
percent) of the HMO's total membership, (2) the risk plan is a for-profit enterprise, and (3) the
HMO has a sizeable surplus between the average expected AAPCC payment per member month
(APR) and the projected cost per member month (ACR) for basic Medicare services. The
relationship between these characteristics and financia success is consistent with expectations. For
example, given that Medicare members cost HMOs about 4 times as much per member month as
non-Medicare members on average, HMOs in which Medicare beneficiaries account for a relatively
high proportion of total membership are likely to devote more resources to modifying their utilization
management procedures specifically for their Medicare plan in order to control these costs (Medicare
beneficiaries would account for about 30 percent of total HMO costs if they comprised only 10
percent of total membership). It is aso not surprising that for-profit plans and low-premium plans
are more profitable. For-profit plans have a greater incentive to earn a profit. and plans that charge
alow premium tend to be those that are paid more by HCFA than they expect to spend (due to
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favorable sdection, high AAPCC rates, and perhaps effective utilization management), which requircs
that they lower premiums.

The type of plan model and other plan characteristics seem to be tied less closely to financial
performance. IPAs were much more likely to drop their risk contract’than other model types, and
large plans were much less likely to discontinue (only 3 plans with over 10,000 Medicare enrollees
had discontinued their risk contract by 1991), but no such relationships were found for financial
performance.

The case study of risk plans provided support for the primary findings. Risk plans that were for-
profit, those whose 1990 AAPCC rates were high (over $350 per month), those with fewer than 1,820
hospital days per 1,000 members, and those that experienced the most favorable selection were all
much more likely to say that their risk plan was profitable. Although a utilization rate of 1.820
hospital days per 1,000 members was about 30 percent below the U.S. average for the FFS sector in
1989 (2,635 days per 1.000 beneficiaries), this does not imply that HMOs had to cut hospital useto
30 percent below what it would have been for their enrollees under FFS, because HMO members are
younger and healthier.

Plan Executives Cite Various Reasons for the Discrepancy Between the Profitability of Medicare
and Commercial Plans

The 7 interviewed HMOs that earned profits on their commercial (employer) accounts but lost
money on their Medicare risk plans offered six reasons for their financial problems with Medicare
that help explain the disparity between the two lines of business:

-

» AAPCC rates are too low and variable.

« Utilization rates for services that are used much more frequently by Medicare
beneficiaries than by younger HMO members are especidly difficult to control.

« Sdection into their Medicare risk plan is adverse.

» Competition from medigap insurers and other risk plans forces them to charge premiums
that are too low.

» Some state regulations inhibit their ability to prosper.

* Nursing-home beds are in short supply, limiting the ability of HMOs to transfer hospital
patients to SNFs.

From the perspective of HMOs, the problem with the AAPCC isthat it is determined in away
that has nothing to do with the HM O’ s actual experience with enrolled members--a very different
process from the experience-based methods that HMOs use to set their premiums for their non-
M edicare member groups. The disparities across counties within a metropolitan area and the wide
fluctuations from year to year in AAPCC rates make the financial performance of risk plans very
volatile. since they fed that they cannot adjust their beneficiary premium or extra benefits as radically
as the AAPCC may change. While it is clear that these features of the AAPCC could create



difficulties for HMOs, their perception that the AAPCC rates are too low seems dubious for most
plans. as does the perception of “adverse” selection. Nonetheless, HMO:s are certainly more likely
to earn a profit if AAPCC rates are high or selection is especially favorable. Furthermore, since
Medicare does pay |ess than private payors for most services, the AAPCC payments from Medicare
may not fully cover the HMOs costs based on the rates negotiated by the HMO with physicians,
hospitals, and other providers for their commercial accounts, prompting some HMOs to believe that
the AAPCC-rate is inadequate. Severd of the other problems cited by HMOs as unique to their risk
contract--difficulties in controlling utilization, competing with medigap insurers, and finding available
home beds-are issues that HMOs must address in order to have a successful risk plan. HCFA could
help by encouraging states to drop restrictive practices that can inhibit the ability of HMOs to
prosper, such as requiring that HMOs pay hospitals a (state-determined or Medicare-determined)
fixed rate for patients with specific diagnoses, rather than alowing the HMO to negotiate a per diem
rate that preserves their incentive to shorten lengths of stay. States could also be encouraged to
allow the market to determine the appropriate price for medigap policies.

Administrative Costs for HMOs are Substantial

One problem that was not cited by HMOs but is clearly a drain on HMO profits is administrative
expenses for marketing, utilization management, negotiation of contracts with providers, processing
clams, quality assurance, complying with HCFA and state requirements, and other costs that are not
borne by FFS providers. Our estimates suggest that these expenses are about 13 percent of total
costs on average for Medicare risk plans; other estimates suggest that the average rate is about 10
percent of costs. These administrative costs, coupled with the 5 percent reduction in revenue relative
to what FFS providers receive, imply that in order to break even, HMOs must hold the amount they
spend on medical careto at least 15 percent below the amount that Medicare would have spent in
FFS reimbursements for enrolled beneficiaries (assuming that the HMO experiences neutrd selection
and the AAPCC rate they face fairly reflects the average Medicare FFS reimbursement per
beneficiary). While risk plans do provide more efficient care than the FFS sector and may negotiate
favorable prices with providers, our overall estimates suggest that on average the resource savings may
be closer to 10 percent. Thus, absent favorable selection, it may be difficult for risk plans to prosper
unless they can limit the average administrative cost per member month.

HOW DOES MEDICARE RISK CONTRACTING INFLUENCE THE BEHAVIOR OF FFS
PROVIDERS AND INSURERS THAT SERVE MEDICARE BENEFICIARIES?

One of the possible beneficia effects of the Medicare risk program is that it could indirectly
lower Medicare costs and enhance access to care among all beneficiaries who reside in the market
areas in which HMOs operate, whether or not they join an HMO. As HMO:s increase their share
of the Medicare-covered population (the HMO penetration rate) to noticeable levels, the added
competition and possible influence on general practice patterns could slow the rate of growth in
Medicare reimbursements in the FFS sector. Similarly, the beneficiaries who remain in the FFS
sector may benefit if medigap premiums drop in response to competition from Medicare risk plans,
which charge lower premiums and provide more extensive coverage than medigap. -

To address these issues, we conducted two studies of the effects of an increase in the proportion
of loca Medicare beneficiaries who enrall in a Medicare risk plan--one addressing the impacts on the
FFS costs to Medicare, and one assessing the effects on medigap premiums. The impacts on FFS
costs were estimated on the basis of Medicare claims for 1985 to 1988 for about 100,000 Medicare



beneficiaries in 48 separate markct areas with Medicare risk plans. The impacts on mcdigap
premiums were estimated from data on the amount paid by individuals for mcdigap coverage,
obtained from the 1990 survey of nonenrollees. The rclationship between these measurcs and
Medicare risk plan penetration rates were estimated with regression models. controlling for thc
characteristics of the individual and the market area that could affect the outcomes of intcrcst.

The Estimated Effects of Hisk Plan Penetration on FFS Reimbursements Depend on the Statistical
Model and Have Alternative Interpretations

The estimated effects of risk plan growth on Medicare FFS reimbursements vary widely, some
implying that FFS reimbursements are unaffected by HMO penetration and others implying that thcy
fall substantially. One model, smilar to that used by Welch (1991) to investigate this same issue with
a different data set, yielded estimates which indicated that risk plan penetration had no effect on FFS
costs. This finding contrasts markedly with Welch's estimates,. which show a statistically significant
decline in FFS costs in response to an increase in the risk plan penetration into the Medicare market.
An aternative statistical model yields estimates which imply that FFS costs drop by 4 or 5 percent
with every 10 percentage point increase in risk plan penetration. This estimated effect is even larger
than that obtained by Welch.

The estimates which indicated that risk plan penetration had no effect on FFS costs appear to
be much more plausible than those which imply alarge or even modest reduction in FFS costs in
response to the growth of plansin an area. This conclusion is based on (1) the weakness of the
mechanisms by which the growth of risk plan penetration could force FFS costs down and the more
plausible and stronger forces that could cause FFS reimbursements to increase in response to risk
plan growth, and (2) severd plausible dternative explanations for why FFS costs may be increasing
more dowly than average at the same time that risk plan market penetration is increasing rapidly in
an area.

Increased competition from risk plans is not likely to force FFS providers to practice more
efficiently or lower their prices for Medicare-covered services, because they have no incentive to do
so--neither action will help them retain their patients as the local risk plans enroll an increasingly
large proportion of area beneficiaries. We believe that a more plausible outcome isthat providers
will increase the volume of services (and possibly prices) in order to maintain their income as they
lose patients to the HMO. The “spillover effects’ explanation put forth by Welch--that physicians
who treat both HMO and FFS patients will begin to practice the same style of codt-effective care with
their FFS patients as they use to treat their HMO patients--seems weak and counterproductive for
physicians. Such behavior could limit the FFS income of physicians and may drive away FFS patients
who may have chosen not to join the HM O, even though they could retain their physician, because
they object to the HMO style of care. Furthermore, such effects would not influence the behavior
of the many physicians who are not associated with an HMO, or those who have few HMO patients.

Plausible alternative explanations for why a faster-than-average growth in risk plan penetration
rates may coincide with a dower-than-average growth in FFS reimbursements support the view that
‘the estimated large negative relationship is not areliable estimate of the actual effects of risk plans
on FFS reimbursements. We believe that the most likely explanation for our estimates is that HMOs
marketed heavily and grew most rapidly in those areas with high AAPCC rates--that is, those in which
FFS reimbursements were relatively high in earlier years due to excess utilization. Simultaneoudy.
FFS costs in these areas may have grown more slowly than in other areas due to (1) the effects ot
Medicare PPS, which reduced FFS hospitd use over this time period and are likely to be especialy
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large in areas of excess utilization, (2) competitive effects on service prices that could have occurred
if high reimbursements attracted more providers (for example, SNFs and nurses), and (3) the
satistical phenomenon that causes group averages that are abnormally high or low by chance inonc
period to tend to move closer toward the overall mean in later periods on average. Wcakncsses of
the data for the study may also contribute to the anomalous cstimatcs. including the small number
of market areas with enough penetration to influence FFS costs and the lack of data on HMOs’ tota
markct penetration (Medicare and non-Medicare).

Medigap Premiums May Increase Slightly as Risk Plan Penetration Increases

Risk plan penetration appearsto crcate asmall but statistically significant increase in medigap
premiums. Whereas the expectation was that greater competition from Medicare risk plans would
force medigap insurers to charge lower premiums, our estimates for 1990 premiums indicate that
every 10 percentage point increase in risk plan penetration rates raises the monthly amount paid by
beneficiarics for medigap insurance by about $2 (about 3 percent of the overall mean of $60).

The estimated relationship could be due to the favorable selection experienced by HMOs or to
competition from risk plans that prompts medigap insurers to offer a richer benefit package, or it may
be a statistical anomaly. Since risk plans attract healthier-than-average beneficiaries, those who
continue to receive FFS care and purchase medigap policies will have higher FFS reimbursements
on average, which could force medigap insurers to raise premiums to cover the higher costs if the
HMO penetration rate becomes high enough for the effect to be noticeable. Alternatively, the effect
could be due to medigap insurers offering richer benefit packages in areas where risk plan
penetration is greatest. On the other hand, the estimated relationship could reflect “reverse
causality” --penetration may be higher in some areas because medigap premiums are greater therc. not
because the medigap premiums are responding to penetration. The datisticd model linked medigap
premiums for 1990 with penetration rates in 1988 to avoid such effects, but reverse effects may ill
have been present to some extent.

Whether or not medigap premiums increase in response to the market penetration of Medicarc
risk plans, it appears that competition from risk plans did not exert any significant downward pressure
on medigap premiums in most of the 44 market areas examined. The reason that no such effects
occurred in general is that risk plans tended to charge premiums that are so much lower than
medigap premiums that the medigap insurer could not effectively compete with HMOs on the basis
of price (one in five risk plans did not charge a premium, and the median premium in 1989 was about
$35, compared with the $60 average premium paid by those with medigap policies). Thus, medigap
insurers appear to have focused their attention on attracting Medicare beneficiaries who for various
reasons would not enroll in a Medicare risk plan regardless of how low the premium is, and base their
adjustments to premiums on the behavior of other medigap insurers rather than on HMO behavior.

THE IMPLICATIONS OF THE EVALUATION FOR MEDICARE RISK CONTRACTING

The Medicare risk program has increased beneficiaries range of choices of hedth care ddivery
systems, and risk plans do appear to be able to reduce utilization rates without affecting the quality
of care, but the primary goal of the risk program--to reduce costs to HCFA--has not been realized.
Our estimate of a 5.7 percent increase in costs implies that the $578 million dollars paid out to
HMOs in capitation payments for the month of June 1992 was about $31 million more than HCFA
would have spent in FFS reimbursements for the 2.4 million enrollees. While much of this incrcase
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in costs has been channeled by HMOs into lower out-of-pocket costs and additional benctfits for
enrolled beneficiaries, the intent of the program was to lower costs to HCFA rather than to subsidize
the health care of beneficiaries in selected areas. However, our cstimates suggest that the potential

exists for such cost savings, due to the sizeable reductions in the utilization of hospitals and home
health services.

The difficulty is that adjusting the payment mechanism to account for the favorable sclection
experienced-by risk plans will lower the average AAPCC payment to virtualy all HMOs, whichis
likely to reduce profits and discourage HMOs from participating. Half of the risk plans arc alrcady
losing money, nearly half of the established plansin 1987 through 1990 had discontinued their risk
contracts by 1991, and very few new risk contracts have been signed. Furthermore, reductions in
AAPCC payments may cause HMO:s to increase their premiums, which islikely to slow the rate of
growth in enrollment in existing risk plans. Thus, changing the AAPCC in order to save money for
HCFA may compromise the objective of offering a managed-care option to more beneficiaries.

Finding a solution that will enable HCFA to at least keep its costs the same while not driving
HMOs and beneficiaries out of the risk program is important, because managed care has substantial
inherent advantages that should lead to greater efficiency. The incentives in the risk program are
structured to minimize costs rather than to maximize revenues, as in the FFS sector. Risk plans aso
do not have an incentive or opportunity to shift costs to other types of providers, as often occurs in
response to a HCFA initiative to control Medicare costs for a particular service. Finally, HMOs arc
organized to facilitate the coordination of care (which should eliminate redundancies), and their
emphasis on preventive care could lead to better long-term outcomes and perhaps lower costs.
However, these potential efficiencies will not affect costs to HCFA unless the AAPCC payment
mechanism is changed to reflect favorable selection.

Four changes by HCFA could help make the potentiad cost savings of the risk program a redlity
for HCFA without driving HMOs away. One change, modifying the AAPCC, must be done to
eliminate the cost increases to HCFA. The other changes would help HMOs do what they must do:
enroll a sufficient number of beneficiaries to spread their financial risk and fixed costs adcquatcly.
bring administrative costs for their Medicare plan under control, and hold set-vice utilization rates
down (especialy for hospital care). However, the burden is not solely HCFA's; HMOs must also
make some changes to increase their likelihood of succeeding in the Medicare market.

Payment Rates Must Be Adjusted To Reflect Health Care Needs More Accurately

Our results suggest that adding one additional factor to the AAPCC rate structure--a history of
cancer. heart disease, or stoke--could eiminate the increase in costs to HCFA. Our simulations show
that if this change were implemented and the plans were still paid only 95 percent of the revised
AAPCC, HCFA would actually save 1.1 percent relative to FFS costs, rather than lose money. This
approach is similar to the diagnostic cost group (DCG) method developed by Ash et a. (1986). but
issimpler. includes a larger proportion of beneficiaries in the high-cost group (about one-third of
Medicare beneficiaries have had cancer, heart disease, or a stroke), and is not limited to the
experience of the previous year. Data from HMOs on this or asimilar factor would be much easicr
to-verify than would some of the risk factors proposed by others, such as measures of functioning;
too, it must be updated only when a beneficiary encounters such a hedth problem for the first time.
This change would induce the greatest reductionsin AAPCC payments for the plans for which the
cost increases to HCFA are greatest--that is, those that experience the most favorable selection.
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However. our estimates suggest that the change would eliminate only the cost increases to HCFA;
it would not yield the 5 percent savings originaly intended.

Severa other changes to the AAPCC could benefit HMOs without increasing costs to HCFA--in
particular, standardizing the rate paid within a given metropolitan area, reducing the year-to-year
volatility in payment rates, and tying changes in payment rates more to current market factors than
to outdated trends. These changes, which have been proposed by ourselves and others over several
years, would-make payments to risk plans more consistent with their costs for particular members or
in aparticular year, enable them to plan more effectively, and reduce the volatility of their financial
performance on their Medicare plan. These changes should be cost-neutral and relatively easy to
implement.

Finally, although the relative accuracy of AAPCC rates for different counties was beyond the
scope of our analysis, there is widespread belief in the industry that the rates are much more
generous in some market areas than others. Such differences account in part for the fact that risk
plans in some areas are able to offer, a no charge to the beneficiary, extensve services beyond what
Medicare covers, while in other areas risk plans struggle to survive. Until these disparities are
eliminated, there will continue to be great differences across areas in the number, size, and financia
success of Medicare risk plans.

Incentives for Greater Enrollment and More Neutral Sdlection Should Be Increased

Increasing the average enrollment in risk plans, and enrolling a greater proportion of individuals
who reguire the most health care, is perhaps the best way to offset the adverse effects that a better
risk adjustor might have on HMO revenues. Having more Medicare members (the median
enrollment in 1990 was only 4,733 members) would help HMOs reduce their costs per member month
by spreading the large fiied portion of administrative costs over more members and diluting its
influence. (Boles (1992) estimates that few HMOs whose administrative costs exceed 10 percent of
revenues make a profit overall.) Enrollment growth would also reduce the risk that a few seriously
ill members would create overal losses for a risk plan. (A risk plan with 5,000 members that would
normally bresk even has a 12 percent chance of losing 5 percent or move in a given year smply due
to the variability of health care costs for beneficiaries.) Encouraging the enrollment of sicker
beneficiaries to create a more neutra mix of enrollees would keep AAPCC payments from shrinking
as the change was implemented. This change could be especially beneficid in light of the evaluation
finding that HMOs achieved their greatest cost reductions for the beneficiaries who normally have
the greatest health care use. Thus, implicit HMO profit margins on these individuals should be
higher than average.

Two changes could make enrollment more attractive to beneficiaries, including those in poor
hedlth: increasing the number of area physicians affiliated with a Medicare risk plan, and increasing
the number of employers that provide hedth care coverage to their retirees through a Medicare risk
plan. The proposed reduction in AAPCC payment rates would likely engender higher risk plan
premiums for beneficiaries, which will dampen their interest in the program. Increasing the likelihood
that beneficiaries could join a Medicare risk plan without changing their physicians would offset this
adverse effect substantially, and could create a more neutral mix of enrollees. Various ways to
encourage the participation of physicians in HMOs could be devised, including offering some form
of incentive to either physicians or HMOs. However, adding physicians who are not necessarily
agreeable to managed care concepts will be unattractive to HMOs. Alternatively, HMOs could be
offered financial incentives for net increases in enrollments of a given size or percentage. Employers



could be given financial incentives to offer risk plan membership as a health carc option for their
retirees_ All of these incentives that involve payments to physicians, HMO:s. or beneficiarics would
have to be temporary, in order to avoid further net increases in long-run costs. The intent of the
incentivesis to help risk plans reach a size at which they can at least break even.

One frequently proposed option for increasing enrollment growth (for example. see The
President’s Comprehensive Health Reform Program, February 1992) that should nor be adopted is
reducing the Part B premium of beneficiaries who enroll in an HMO, because it would be very
expensve and probably ineffective. It would be difficult and probably illegal to restrict such benefits
to new enrollees; hence, unnecessary Part B premium rebates would be made to 1.4 million current
enrollees. Furthermore, since only about 20 percent of Medicare beneficiarics enroll in Mcdicare
risk plans even in areas in which the risk plans do not charge nny premium (a savings of $50 to $100
per month relative to medigap coverage), offering beneficiaries a rebate of $5 to $10 per month on
their Part B premium is unlikely to attract many new members.

Administrative Burden on Risk Plans Could be Reduced

HCFA could aso look for ways to minimize the administrative burden that risk program rulcs
and requirements impose on risk plans. For example, HMOs have long complained that the Peer
Review Organization process for assuring qudity of care is burdensome on and redundant for them.
given their own quality assurance procedures. Mid-year and retroactive changes in benefits are
another common complaint of risk plans. Some plans have aso complained about having to submit
adjusted community rate (ACR) calculations annualy. HMOs could be polled for other suggestions
that would enable them to reduce the administrative burden associated with their risk plan.

States Should Be Encouraged To Drop Regulations That Limit the Ability of Risk Plans To
Minimize Costs

Finally, HCFA could encourage states to eliminate: (1) regulations that require HMOs to pay
fiied rates per hospital admission based on diagnosis, which vitiate HMOs’ incentive to reduce the
length of hospital stays and force them to pay higher effective prices than they might be able to
negotiate for hospital care, and (2) regulations that reduce HMOs’ ability to impose reasonable levels
of financia risk on physicians. Similarly, states could be encouraged to alow the market to determine
the appropriate price for medigap policies. Such changes would introduce more competitive pressure
into the market, increasing the likelihood that the twofold goal of cost reductions for HCFA and
growth in the risk program can be attained.

Some IHIMOs Must Make Changes to Succeed in the Medicare Market

While certain actions by HCFA can facilitate an HMO's ability to operate a successful risk plan,
much of the burden must fall on the HMOs themselves. Many risk plans arc ssmply too small to
achieve the stable utilization patterns and low administrative cost per member month needed to plan
effectively and operate efficiently. These plans will need to be more aggressive about growth if they
expect to prosper under a payment system that would eliminate the benefits of favorable selection.
Even larger plans may have high adminigtrative costs that are incompatible with acceptable financial
performance--these plans must ook for ways to reduce these fixed costs.
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HMOs can adso be more innovative about finding ways to control utilization, especially hospital
care. We found (Hurley and Bannick, 1992) that successful risk plans now tend to be proactive
rather than reactive in seeking ways to lower utilization, that they try to foster a spirit of cooperation
between the HMO and the physicians in co-managing member services, and that they emphasize
educating physicians rather than attempting to control their behavior. These HMOs tend to rely
heavily on case management of hospital stays to keep them as short as possible, planning strategies
for individual patients treatment and recovery and arranging for needed post-discharge services well
in advance. They also are continually seeking ways to improve their performance. Risk plans that
find it difficult to control utilization of their Medicare members may wish to explore these approaches
and look for other innovative ways involving risk sharing, monitoring, practice guidelines, and other
mechanisms to manage the care of their elderly members.

Modest Changes To the Risk Program Could Enable HCFA To Reduce Costs and HMOs To
Prosper

The above suggestions for changes by HCFA would clearly require a much more thorough
examination of the possible consequences and operational concerns. They are put forth simply to
illugtrate the point that the potentia exists to improve the risk program from the perspective of both
HMOs and taxpayers. At present, HMOs in the risk program provide care that is approximately
equal in quality to that rendered in the FFS sector, with more extensive benefit coverage, and at a
much lower price to beneficiaries than alternative coverage. HMOs successfully reduce utilization
by sizeable margins by practicing cost-effective care, and are capable of generating savings that can
be shared among beneficiaries, HCFA, and the HMO. Furthermore, although a number of HMOs
have left the risk program and others complain of financial difficulties, the nonrenewal rate has
declined and a high proportion of plans that have left the program would be interested in re-entering
if there were meaningful reform to the payment mechanism. With a carefully pianned package of
changes by HCFA and continued efforts on the part of HMOs, it appears that the considerable
potential of HMOs to deliver Medicare services more efficiently could bring savings to HCFA,
beneficiaries, and HMOs.
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I. INTRODUCTION

Since the early 1980s, the Hedlth Care Financing Adminigtration (HCFA) has expanded the role
of health maintenance organizations (HMOs) and competitive medical plans (CMPs)! within the
Medicare program with the hope of saving money for the Medicare program while offering
beneficiaries the same choice among hedth care delivery systems as those under age 65. HMOs that
sign Medicare risk contracts with HCFA provide Medicare-covered services to voluntarily enrolled
Medicare beneficiaries in return for fixed, prepaid (capitated) payments from the government.
Capitation is an attractive feature to HCFA because it caps the financial liability of Medicare for
enrolled beneficiaries and provides an incentive to deliver hedth care more efficiently, HMOs provide
an established vehicle for acting on this incentive. However, the savings that the Medicare risk
program for HMO:s is intended to create for HCFA may not materialize if the beneficiaries who
choose to enroll in HMOs are markedly healthier on average than the typical beneficiary.
Furthermore, the financial incentives created by capitation to reduce utilization and costs could lead
to poorer-quality care for enrolled beneficiaries in some circumstances. In addition, in its current
form, the Medicare HMO risk program may not be sufficiently attractive to HMOs to be viable in
the long run. Our four and a half year evaluation of the Medicare risk program addresses these
issues and provides evidence that the risk program is achieving some of its goals while not fulfilling

its promise in other areas.

A. REASONS FOR INTRODUCING HMOs TO THE MEDICARE PROGRAM
HCFA introduced HMO:s to the Medicare program because the incentives of HMOs to control
utilization and costs do not exist under Medicare's conventional fee-for-service method of

reimbursement. Traditional fee-for-service (FFS) coverage creates incentives for providers to increase

‘We refer to both HMOs and CMPs as HMOs in the remainder of this report. CMPs are
organizations that are similar to HMOs but lack federal qualification.
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service use, thus increasing costs to HCFA, whereas HMOs create incentives for providers to deliver
care only when necessary, and in the most cost-efficient manner possible. The different incentives
derive from the payment mechanisms. Under FFS coverage, providers are reimbursed cr afee-for-
service basis; hence, providers increase their revenue (and profit) by increasing service use.
Conversdly, HMOs are paid a fixed, predetermined amount for each member each month, regardiess
of the cost or quantity of services rendered. Thus, HMOs increase their profit by delivering care
more efficiently than FFS providers.

Previous studies have found that HMOs are quite effective at controlling the utilization and costs
of nonaged members. In a review of severa studies, Luft (1981) reported that HMOs reduce hospital
use by 10 to 40 percent among the nonaged population, primarily by reducing the rate of hospital
admissions. Manning et al. (1984) report that the HMO participating in the Health Insurance
Experiment reduced hospitalizations by 40 percent over the FFS plans. More recent studies have
confirmed the early evidence of HMO efficiency. Stern et a. (1989) and Bradbury, Golec, and
Stearns (1991) report a 14 percent reduction in the average length of hospital stays among HMO
members relative to FFS patients. Johnson et al. (1989) found that HMO patients also used
sgnificantly fewer resources while in the hospita than FFS patients with similar diagnoses. Studies
by Window et a. (1988) and Kohn et al. (1988), among others, suggest that a substantial fraction of
hospital procedures performed are unnecessary, implying that sizeable reductions in hospital use are
possible without adversdly affecting the quality of care.

A primary objective of the Medicare risk program is to extend such efficiencies and coverage
opportunities to Medicare, reducing the cost to the government without diminishing the quality of
care. Under the Medicare risk program, HCFA expects to reduce its costs for enrolled beneficiaries
by paying participating plans a fixed amount each month equa to 95 percent of the projected average
FFS cost of providing Medicare-covered services to a typica beneficiary (the Adjusted Average per

Capita Cost, or AAPCC). In theory, then, HCFA would save 5 percent of the cost that it would have



incurred for providing care to beneficiaries had they not enrolled in risk plans. The expectation was
that HMOs would still be able to prosper, despite the lower payment, by providing care more
efficiently than FFS providers. The economic incentives faced by the HMOs compel them to
eliminate unnecessary services, and the structure of HMOs enables them to coordinate the health
care of their members and achieve these efficiencies. In most HMOs, members sdect a primary-care
physician who is responsible for ordering, managing, and monitoring all of the health care that the
patient receives. The physician is thus able to eliminate the problem of redundant or conflicting
sarvices or drugs being prescribed, and can limit the use of expensive specialists and hospital care to
cases for which they are truly necessary. In addition, the volume of business that HMOs offer to
other hedth care service providers, such as hospitals and nursing homes, enables HMOs to negotiate
favorable rates for these services.

A corollary objective of the Medicare risk program is to offer beneficiaries the same range of
choices that are available to the population under age 65, increasing competition in the market for
health care services to Medicare beneficiaries. HMOs have been operating in parts of the country
since the 1930s, and have grown rapidly, introducing new competition in the private health care
market. The hope was that alowing HMOs to compete with physicians and medigap insurers (those
offering coverage for Medicare deductibles and coinsurance) would compel these more traditional

suppliers of services to be more cost-effective.

B. HISTORY OF MEDICARE RISK CONTRACTING

Beginning with the origind Medicare legidation in 1966, HCFA has offered severa options to
HMOs to participate in the Medicare program; however, only since 1980 has it offered options that
are appealing to HMOs. Early options (group practice plans, now called health care prepayment
plans) alowed HMOs to contract only for the provision of Part B (physician and other professiond
medical) services and were cost-based. During the 1970s, the options were changed to allow HMOs

to enter into either cost- or risk-based contracts with Medicare for both Part A (hospital, skilled



nursing facility, and home health) services and Part B services. However, the risk option was
unattractive to HMOs because it forced HMOs to share any savings with HCFA, and it set a
maximum limit on profits but not on losses: In order to identify options that might attract more
HMOs to the Medicare program, HCFA implemented a series of demonstrations. The first of these
demonstrations, the Medicare Capitation Demonstrations, tested various reimbursement modelsin
eight HMOs that began operating in 1980 and 1981. Individual plans were reimbursed at rates that
ranged from 85 percent to 95 percent of the AAPCC and varied according to several risk-sharing
arrangements.

Encouraged by the responses of both HMOs and beneficiaries to the initial demonstrations,
HCFA authorized the participation of 26 plans in a second demongtration, the Medicare Competition
Demonstrations. HMOs participating in this demonstration agreed to accept full responsibility and
financia risk for providing Medicare benefits to enrollees. For each enrollee, the participating
HMOs received a prospective monthly payment from HCFA equal to 95 percent of the AAPCC.
At aminimum, HMOs were required to provide Medicare-covered benefits at no cost to enrollees,
although HMOs could charge them a premium (and copayments) to cover the Medicare deductible
and coinsurance and any additional non-Medicare-covered services included in their benefit package.
In this demonstration, HMOs were allowed to retain any profits that they generated. A few plans
began enrolling beneficiaries in the demonstration in autumn 1982; others began at various times
during 1983 and 1984. The demonstration ended in April 1985, when the legidation that authorized
the current Medicare risk program (the Tax Equity and Fiscal Responsibility Act) went into effect.

Under the current Medicare risk program, al HMOs and CMPs are alowed to participate in risk
contracting for Medicare beneficiaries, provided that the plans satisfty HCFA requirements. The rules
of the program, defined under the Tax Equity and Fiscal Responsibility Act (TEFRA) of 1982, are

very similar to those of the demonstration, with the exception that participating HMOs are not



allowed to earn a higher rate of return on their Medicare risk plan than on their non-Medicare

business.

C. THE CURRENT MEDICARE RISK PROGRAM

Enrollment in a Medicare HMO s attractive to many beneficiaries because the HMO offers full
coverage for services covered by Medicare (that is, they cover the cost of Medicare’s normal
deductibles and coinsurance) for less than what beneficiaries would have to pay for comparable
supplemental coverage from private (medigap) insurers. Enrollment is strictly voluntary; thus, HMOs
market the Medicare risk plan to individua beneficiaries, usng advertisng, open houses, and other
promotional methods. Unlike medigap insurers, Medicare risk plans are not permitted to screen
beneficiaries according to their health status; any beneficiary who wants to enroll in an HMO's
Medicare plan must be accepted. Furthermore, the HMO must charge ail of its Medicare enrollees
the same monthly premium, regardiess of their hedth status or persona characteristics. Each HMO
may set the monthly premium that it charges enrollees as low as it likes, but the premii.n may not
exceed the HMO's cost of covering Medicare deductibles and coinsurance plus the cost of any
additional benefits covered by the plan beyond those covered by Medicare. HMOs may aso charge
copayments for office visits and supplemental services. Enrollees must obtain al of their Medicare-
covered services from the HMO or from providers authorized by the HMO (else pay for the services
out of their own pocket), and must abide by HMO rules for coverage (for example, the HMO may
require that members obtain permisson from their primary care physician before seeing a specidist).
A member may disenroll from the HMO to return to the FFS sector (or join a different Medicare

HMO) at any time, with the change in coverage becoming effective on the first day.of the following
month.

From the perspective of HMO:s, the risk program offers them an opportunity to enter a new
market, but also requires that they behave quite differently than they do in providing coverage to

younger individuals through employers. First, as noted earlier, HMOs must market their Medicare



plan to individua beneficiaries, whereas they market their commercid plan to employers, who then
offer health care coverage through the HMO as a benefit to all of their employees. Second, the
benefits to be covered by the Medicare plan are determined largely by the Medicare program, not
through negotiations between an employer and the HMO. Third, the payment received by HMOs
for Medicare enrollees is determined in a very different manner from how HMOs establish premiums
for their commercial accounts--that is, primarily employee groups. For employee groups, HMO
premiums are set to reflect the HMO' s anticipated cost for providing services. Premiums will vary
according to the benefit package, the HM O’ s own cost profile, the employee group’ s demographic
profile or prior cost experience (usualy), and market competition. In contrast, under the risk
program, the HMO has no control over the payments it receives from the government for Medicare-
covered benefits, and these payment rates (the AAPCCs) are based exclusvely on Medicare costs in
the FFS sector, not on the HMO’ s experience. Actua payments to the HM O vary according to the
individual enrollee’s county of residence and persona risk factors defined by HCFA--ther age, sex,
and reason for entitlement to Medicare; whether they reside in a nursing home; and whether they
are covered by Medicaid. The HMO has some control over the beneficiary premium that it assesses
for benefits above and beyond those covered by Medicare, but even here the HMO is not entirely
free to set its premium according to market factors and its own judgment.

HCFA constrains the premium that HMOs are allowed to charge beneficiaries, to ensure that
HMOs do not earn excessive profits on their Medicarerisk plans. If an HMO' s expected profit rate
on its Medicare risk plan for the next year exceeds the rate on 1its non-Medicare business, HCFA
requires that the HMO add benefits or reduce monthly premiums to offset the surplus (else return
the excessto HCFA). The premium charged to beneficiaries cannot be used to offset any expected
losses that the HM O expects to incur on Medicare-covered benefits.

HMOs participating in the Medicare risk program must also comply with other HCFA

regulations governing enrollment levels and quality assurance that they do not face in serving



employer groups. HMOs must provide patient records on request to comply with HCFA's quality
assurance program (conducted by Peer Review Organizations), whereas HMOs have their own
internal mechanisms to ensure an adequate quality of care for their commercial business, and
employers tend to impose much more limited, if any, forma mechanisms for ensuring that the quaity
of careis adequate. HCFA also requires that HMOs limit their Medicare enrollment to not more
than half of their total enrollment.

As of June 1992, 83 HMOs were participating in the Medicare risk program, operating in 28
states nationwide and serving amost 1.4 million beneficiaries (about 4 percent of Medicare
beneficiaries in the United States). Since the beginning of the first full year of the program, January
1986, the number of beneficiaries enrolled in the program has grown steadily, to nearly three times
its 1986 size. However, the number of active plans (those with enrollees), after having grown rapidly
from 71 to 134, has fallen by over one-third from that peak. The risk program currently includes a
variety of plans whose enrollment size, model type, tax status, chain affiliation, market areas, and

other characteristics are quite diverse, as described in Chapter I1.

D. EVALUATION OF THE MEDICARE RISK PROGRAM
To determine whether the objectives of the Medicare risk program are being achieved, HCFA
funded this four-year investigation of its impacts on beneficiaries, the government, and participating
plans. In conducting the evaluation, we test for whether such effects exidt, estimate the size of these
effects, and identify differences in the effects across types of HMOs or beneficiaries. The following
are the key questions of interest for the evaluation:
« What types of beneficiaries are most likely to join an HMO? Do the needs and demands
of enrollees for health-care services differ from those of nonenrollees, even after
differences in actuaria risk factors are accounted for (that is, does “biased selection” into
HMOs exist)?

« Doesthe Medicare risk program lead to higher or lower costs to Medicare than if the
enrollee had not joined the HMO?



* Do HMOs reduce the utilization of services covered by Medicare? Which ones, and by
how much?

* How does the quality of care rendered by HMOs compare with the care provided in the
FFS sector?

* How does the satisfaction of enrollees with care compare with the satisfaction of
nonenrollees?

* Do HMOs make money under the Medicare risk program? Are some HMOs more
successful than others, and, if so, why?

+ What effects do HMOs have on the FFS sector and on Medicare supplemental insurers?

Although most of these issues were examined in the evaluation of the Medicare Competition
Demondtrations, those earlier findings may not provide a reliable guide to the effects of the ongoing
Medicare risk program. Only a small number of plans participated in the demonstration, and the
guality of the data maintained by HMOs on enrollees’ use of services was poor; thus, several issues
could not be addressed adequately. In addition, the effects of a demonstration program may differ
from the effects of an ongoing, permanent program.

Estimates of biased selection and the impacts of the risk program on the use and costs of
services, on the quality of care, and on beneficiary satisfaction are based on comparisons between
enrolled beneficiaries and beneficiaries who do not enroll, but who reside in the areas in which the
risk plans are offered. The statistical models used to estimate impacts control for differencesin the
personal characteristics of the two groups that could influence the outcome measures. Analyses of
the effects of the program on the financial performance of HMOs and on the marketplace are based
on a range of descriptive anayses, case studies, and models of HMO behavior, as described more fully
in later chapters.

A wide variety of data sources supported analyses of the evauation issues. The following were
the key sources. (1) a 1990 telephone survey of over 12,700 Medicare beneficiaries, which provided
data on the service use, persona characteristics, access to care, and satisfaction of enrollees and

nonenrollees; (2) various HCFA documentation and data files, which provided data on individual



beneficiaries (enrollment and disenrollment dates, reimbursements for services to beneficiaries,
hospital stays, etc.) and on HMOs participating in the program (finances, dates of operation,
enrollment levels, benefits and premiums, organizational characteristics, etc.); (3) hospitd records for
certain admissions in 1989, which provided data on the care received by individua beneficiaries; and
(4) in-person and telephone interviews with- HMOs in 1988, 1989, and 1990. Brief descriptions of
the data used for particular analyses are provided in later chapters; full discussions are provided in

separate technical reports.

E. GUIDE TO THE SUMMARY REPORT

This summary report highlights the findings that have been presented in 17 separate reports or
case studies prepared for this evaluation over the past four and a half years. In Chapter 1I, we
describe the program and its evolution, based on our organizationa case study and three annual
reports on the evaluation. In Chapter I11, we review whether the risk program saves money for
HCFA, based on analyses of biased selection, enrollment behavior, and cost impacts. In Chapter 1V,
we present our findings on whether the risk program provides more resource-efficient health care
than does the FFS sector, based on our analysis of the impacts on service use. In Chapter V, we
present our findings on how the quality of hedth care provided by HMOs compares with that of the
FFS sector, based on our anayses of the quality of inpatient care, satisfaction with and access to care,
and disenrollment patterns. In Chapter VI, we present our findings on the economic viability of the
program for participating plans, based on our analyses of financial performance and the incidence of
HMO:s dropping out of the program, and on the case studies of unsuccessful plans and utilization
management. In Chapter V11, we present our findings from three separate reports on other market
effects brought about by the Medicare risk program, including how the risk program affects Medicare
program costs for beneficiaries who remain in the FFS sector, how it influences medigap premiums,
and the extent to which HMOs offer coverage to Medicare beneficiaries in rural areas. 1a Chapter

VIII, we discuss the implications of our findings for the Medicare risk program.






I1. MEDICARE AND THE MEDICARE RISK PROGRAM

The Medicare risk program, which was established as a possible method for gaining control over
rapidly risng Medicare costs, has changed substantialy since its inception, due in part to changes in
the overall Medicare program and in part to the natura evolution of the program. Here, we first
describe the changes in the Medicare program that led to the interest in introducing HMOs into the
Medicare market, and then describe how the risk program has evolved since its inception in 1985.
We then describe the current size and composition of the risk program and the characteristics of the
beneficiaries who are enrolled in it.

A. CHANGES IN THE MEDICARE PROGRAM THAT INSPIRED AND INFLUENCED THE

RISK  PROGRAM

Medicare, which went into effect in 1966, provides basic hedth care benefits to individuas who
are age 6.5 or older and entitled to social security benefits, and to individuals age 18 or oldcr who are
permanently disabled and unable to work. The program comprises two components--Part A, which
covers inpatient hospital care, skilled nursing facility care, home health care (care from nurses,
therapists, and home health aides delivered in the patient’s home), and hospice care, and Part B,
which covers ambulatory care-physician care (including laboratory tests and X-rays), outpatient care
delivered in a hospital, and durable medical equipment. Various deductibles, copayments, and
conditions currently apply:

Major Part A Benefits (the beneficiary is responsible for paying a deductible of $652 as

of 1992 for each spell of illness):

. Inpatient hospital care (the beneficiary is responsible for a $163 copayment for
each of the 61st to the 90th days, and a $326 copayment for each of the 91st to
the 150th days)

. Skilled nursing facility (SNF) care (covered only if the beneficiary is admitted to

the SNF within 30 days after a three-day or longer hospitalization; the beneficiary
isresponsible for a copayment of $81.50 for each of the 21st to the 100th days)
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« Hospice care (the beneficiary pays a $5 copayment for drugs, and 5 percent of the
cost of respite care each day) .

« Home health care (only on an intermittent or part-time basis; no copayments nre
required)

Major Part B Benefits (beneficiaries are responsible for paying a monthly premium of
$31.80, a $100 annual deductible, and a 20 percent copayment):

« Physician, podiatrist, chiropractor, and psychiatrist services

. Outpatient hospital services that are incidental to physician care, such as
diagnostic services, ambulatory surgery, and physica, occupational, respiratory, or
rehabilitative therapy

« Durable medical equipment, prosthetic devices and braces, trusses, and artificial
limbs

« Pap smears and mammograms

The costs of providing coverage for such services exploded during the first 10 to 15 years of the
program, leading to intensive efforts to find ways to bring them under control, including the use of
HMOs. One of these changes, the introduction of the Prospective Payment System (PPS) for
hospital care, has had a major effect on HMOs. Other recent changes, designed to enhance coverage

for beneficiaries, have also affected the HMOs participating in the risk program.

1. Risng Reimbursements Prompted HCFA'’s Interest in HMOs

A rapid rise in total reimbursements and reimbursements per beneficiary precipitated HCFA’s
interest in HMOs and other methods of cost containment. The average reimbursement per Medicare
beneficiary more than quadrupled between 1968 (the first full calendar year for which data are
available) and 1980 (two years prior to the legidation that established Medicare risk plans), from $287
to $1,254--a 13.1 percent increase per year, and a rate of increase that was about twice that of the
consumer price index (CPl) over this period (Table 11.1). Furthermore, enrollment in the Medicare

program increased from 20 million to over 28 million (44 percent) between 1968 and 1980 (about
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TABLE .1

CHANGES IN MEDICARE ENROLLMENT AND REIMBURSEMENTS, 1968 TO 1980

Total Reimbursement
‘ Total Reimbursement per Consumer
Year ) Enrollment  (millions of dollars) Beneficiary Price Index
1968 19,821,000 $5,697 $287 34.8
1974 24,201,000 $12,418 $513 49.3
1980 28,478,000 $35,699 $1,254 82.4
Total Percentage 43.7% 526.6% 336.8% 136.8%
Change, 19681980
Average Annual
Percentage Change
1968-1974 3.4% 13.9% 10.2% 6.0%
1974-1980 2.7% 19.2% 16.1% 8.9%
1968-1980 3.1% 16.5% 13.1% 7.5%

Source: U.S. Department of Health and Human Services. The Medicare and Medicaid Data Book,
1983. Batimore, MD: Health Care Financing Administration, 1983, p. 18.

U.S. Bureau of the Census. Statistical Abstract of the United States: 1991 (111th edition).
Washington, DC: Economic and Statistics Administration, 1991.
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four times the corresponding rate of increase in the U.S. population under age 65), with older
beneficiaries representing an increasingly larger proportion of the tota. As shown in Table 11.2. the
oldest beneficiaries (over age 85) represented a much larger proportion of aged beneficiaries in 1985
(10.2 percent) than when the Medicare program began in 1966 (6.2 percent). Meanwhile, the
youngest beneficiaries (65 to 74 years) have represented a shrinking proportion of the total number
of beneficiaries since 1966. The aging of the Medicare population is likely to be one reason for the
rapid increase in average Medicare reimbursements per beneficiary. The rapid increase in both the
number of beneficiaries and the average cost per beneficiary pushed total Medicare costs up by nearly

17 percent per year between 1968 and 1980, especially during the last half of this period.

2. Severa Changes in the Medicare Program in the 1980’s Have Affected HMOs

In order to bring these rapidly rising costs under control, HCFA implemented two mgor reforms,
both of which create economic incentives to reduce unnecessary utilization. One reform was to
introduce HMOs into the Medicare program in a major way, in the hope that prepaying HMOs to
provide Medicare benefits to enrollees would bring to the Medicare program the same types of cost
reductions that HMOs were purported to bring to the nonaged population. The other major reform--
the major payment reform of the decade--was to switch to prospectively determined rates for hospita
stays based on diagnosis-related groups (DRGs).

Ironicaly, the 4-year phased implementation of the DRG-based prospective payment system
(PPS) for hospital care since 1983 has made it more difficult for HMOs to shorten the average length
of hospital stay relative to those in the FFS sector, because PPS gives hospitals that treat FFS
patients the same incentive as HMOs to shorten hospital stays to the minimum length necessary. As
we shall see later, the change to PPS appears to have had the intended effect on FFS hospital use.
While this change is good for the Medicare, it reduces the likelihood that HMOs will have as marked
an effect on hospital utilization as they are reputed to have for the nonaged, where no such incentive

structure exists in the FFS sector.
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TABLE 1.2

DISTRIBUTION OF MEDICARE BENEFICIARIES BY AGE,
1966, 1985, 1990

(Percent)
1990 1985 1966
Aged 90.5 90.7 100.0
65-74 years 57.0 58.2 62.8
75-84 years 32.4 316 31.0
85 or more years 10.6 10.2 6.2
Disabled 9.5 9.4 0.0
Under 45 years 35.0 29.0 N A
45-54 years 22.8 204 N.A.
55-64 years 42.3 50.6 N.A.

Source: U.S. Department of Health and Human Services. HCFA Satistics. Washington, DC:
U.S. Government Printing Office, 1991 and 1986.

N.A. = Not applicable. Disabled beneficiaries were covered by the Medicare program starting on
July 1, 1973.
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Other more modest changes to the Medicare program aso affect risk plans given how the
AAPCC payment rates are caculated. For example, two changes to the Medicare coverage guidelines
have broadened the situations under which SNF care and home health care are to be covered by
Medicare and thus by risk plans. These changes create problems for risk plans because (1) the cost
of new or expanded benefits is estimated actuarially, without historical data, and may be quite
inaccurate, and (2) the adjustment to the national payment rate for local differences in practice
patterns does not begin to reflect cross-area differences in the delivery of the new services until 4
years after the change, and is not fully reflected until 8 years after the change (since the geographical
adjustor is based on afive-year average, computed on datathat are 4 to 8 years prior to the year in

which the adjustor will be applied).’

3. Despite Declines in Hospital Utilization Rates, Costs Have Continued To Grow Rapidly
The shift to PPS has had a substantial effect on the trend in FFS costs and utilization but costs,
especially Part B costs, continue to grow at a rapid rate. Total reimbursements per beneficiary
continued to rise during the 1980s, but at a slower rate than the pre-1980 spurt that prompted the
legidation for the Medicare risk program (Table 11.3). Both Medicare Part A and Part B
reimbursements contributed to the increase in tota reimbursements per beneficiary between 1980 and
1989. Reimbursements for Part A benefits (hospital and ingtitutional services), which accounted for
about 70 percent of total reimbursements per beneficiary in 1980, rose by 8.2 percent per year during
this time, about haf the rate observed for overdl reimbursements during the 1968-1980 period. The
growth in Part A reimbursements dowed considerably beginning in 1983, and was especialy low from
1986 to 1988; Part A reimbursements per beneficiary actualy dropped by 2.5 percent between 1986

and 1987. Reimbursements per beneficiary for Medicare Part B (physician and other professional

A temporary change, the Medicare Catastrophic Coverage Act (MCCA), affected mandated
benefits and AAPCC payments in 1989 and 1990. However, since the Act was repealed in 1989, it
has had no enduring effect.
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TABLE 1.3

MEDICARE ENROLLMENT AND REIMBURSEMENTS, 1980 TO 1986

Total I Part A I Part B
Reimbursement per Reimbursement per Reimbursement per
Enrollee Enrollee Enrollee
Reimbursement Annual Annual Annual
Enrollment (millions of Percentage Pcrcen tage Percentage

Year (thousands) dollars) Dollars Change Dollars Change Dollars Change
1980 28,478 35,699 1,254 -- 893 -- 388 -
1981 29,010 43,455 1,498 19.5 1,061 1838 469 21.0
1982 29,494 51,086 1,732 15.6 1,226 15.6 544 16.0
1983 30,026 57,443 1,913 10.5 1,339 8.5 625 14.9
. los4 30,455 62,918 2,066 8.0 1,442 8.4 668 6.9
~ 1085 31,083 70,527 2,269 9.8 1,556 7.9 765 145
1986 31,750 75,997 2,3% 55 1,594 2.4 857 12.0
1987 32,411 80,316 2,478 35 1,554 -25 988 15.3
1988 32,980 86,487 2,622 5.8 1,620 4.3 1,074 8.7
1989 33,579 98,305 2,928 11.7 1,816 12.1 1,193 111

Total Percentage

Change, 1980-1989 17.9 1915 1335 9.9 1034 8.2 207.5 133

Source:  U.S. Bureau of the Census. Statistical Abstract of the United States: 1991 (111 th Edition). Washington, DC: 1991.

NOTE: The sum of mean reimbursements for Part A and Part B is slightly greater than the mean total reimbursements because not al beneficiaries
are covered by both Parts A and B. Mean total reimbursements are calculated for al beneficiaries who have either Part A or Part B coverage

(or both).



services), which accounted for 30 percent of the total in 1980, increased at a much faster rate (13.3
percent per year) than Part A reimbursements. By 1989, Part B reimbursements accounted for 40
percent of total reimbursements per beneficiary.

Of particular relevance for the risk program are the divergent trends in the costs and utilization
of acute-care hospital services, the largest component of Medicare costs. Between 1980 and 1989,
utilization declined, but costs increased (see Table 11.4). Tota reimbursements for short-stay hospita
services increased steadily at an average annual rate of 11.9 percent, but the number of hospital
admissions fell by amost one-fifth, and the number of covered hospital days fell by aimost one-
guarter. Thus, the entire increase in reimbursements for hospital days is due to an increase in
hospital costs per day. The rates of utilization dropped markedly between 1980 and 1989, with
admissions per 1,000 beneficiaries declining by 3.7 percent per year on average, and hospital days per
1,000 beneficiaries declining by 4.2 percent per year over this interval (from 3,885 to 2,635 days per
1,000 beneficiaries). Reimbursements per admission and per covered day rose by about 14 percent
per year between 1980 and 1989.

In part, the increase in costs per day is due to the dimination of some of the least expensive days
of care (later days in the stay and less complex cases) as the length of hospital stay and discharge
rates fell, but this change in the pattern accounts only for a small portion of the rapid increase in
reimbursements per hospital day. This small influence can be seen by noting that average hospital
reimbursements per beneficiary grew by 9.8 percent per year (not shown), even though hospita days
per beneficiary declined by 4.2 percent per year. Thus, the cost per hospital day increased by 14.6
percent per year, over three times the 4.6 percent increase per year in the CPIl during this period.
Evenif all of the hospital days eliminated by the reductions had cost nothing, the effect on average
costs per hospital day from the eimination of these least expensive days would have been an increase

of only 2.5 percent per year. Thus, costs per hospital day have increased a an annud rate of at least
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TABLE 1.4

ACUTE CARE HOSPITAL UTILIZATION AND COSTS FOR
AGED BENEFICIARIES OF THE MEDICARE PROGRAM,
1980 TO 1986

Average
Annual
Percentage
Change
1980 1985 1989 1980-1989
Reimbursements $28,615 $49,236 $78,840 11.9%
(millions of dollars)
Utilization
Hospital admissions (thousands) 9,258 9,751 7,876 -1.8%
Hospital days (thousands) 98,000 80,000 79,000 -2.4%
Reimbursement Rates
Per admission $3,091 $5,049 $10,010 14.0%
Per covered hospital day $293 $617 $1,002 14.6%
Hospital Utilization Rates
Admissions per 1,000 beneficiaries 369 352 264 -3.7%
Days per 1,000 beneficiaries 3,885 2,882 2,635 -4.2%
Days per admission 105 8.2 10.0 -0.5%

Sourcke: U.S. Bureau of the Census. Statistical Abstract of the United States: 7997 (111th Edition).
Washington, DC: 1991.
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12.1 percent (7.5 percentage points grester than the genera rate of inflation) during this period, even
after the effects of shorter and fewer stays are accounted for.

The trends of increasing costs and declining utilization raise three issues that are relevant to the
risk program. First, risk plans have found it harder to be more efficient than FFS, since the decline
in utilization in the FFS sector reduced (but did not eliminate) the efficiency advantage that risk plans
once enjoyed over FFS. Furthermore, HMOs may find it harder to make a profit in their risk
programs than in their commercial business because hospitals face no incentive similar to PPS to
control FFS utilization by nonaged patients. Second, risk plans may now find that negotiating rates
that are lower than the implicit PPS price per hospital day is a more critical factor than before for
controlling costs, but that hospitals may not be able to offer low per-diem rates to HMOs if PPS
affects hospitals adversely. Third, controlling Part B costs may be increasingly important for financia
success, given its rapid growth during the 1980s. HMOs previously devoted efforts to controlling
hospital use, but the rapid rise in Part 13 reimbursements, which now comprise 40 percent of total
reimbursements, suggests that devoting greater attention to controlling ambulatory use may be

necessary.

B. THE GROWTH OF THE MEDICARE RISK PROGRAM

Between 1985 and 1992 the number of participating plans grew rapidly and then declined,
whereas the number of beneficiaries in the program has increased each year. Program enrollment
is concentrated in afew very large plans that are located in areas whose AAPCC payment rates are
high.

The number of plans in the Medicare risk program in recent years is less than the number a the
beginning of the first full year of the program (Table 11.5). The number of plans in the Medicare risk

program grew from 105 in 1986 to 145 plans in 1987, declined to 85 plans in 1991, and has iamakied
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TABLE 115

DISTRIBUTION OF MEDICARE RISK PLANS AND ENROLLMENTS, 1966 TO 1992

1992 1991 1990 1989 1988 1987 1986
Total Number of Contracts 83 85 96 133 132 145 105
Number of Active Plans 81 83 94 101 122 134 71
Totd Enrollment 1,379,667 1,240,474 1,091,635 1,039,901 981,145 836,706 467,381
Median Enrollment 7,025 6,441 4,733 4,419 3,544 2,567 2,557
Average Enrollment 17,033 14,946 11,613 10,296 8,042 6,244 6,583
Percent of Plans with Enroliments of:
lte 1,000 19.8 19.3 19.2 17.8 18.0 269 211
1,001 to 5,000 185 22.9 330 37.6 46.7 43.3 479
5,001 to 10,000 210 21.7 22.3 20.8 15.6 15.7 15.5
10,001 to 20,000 22.2 21.7 13.8 13.9 131 104 11.3
X20.000 185 144 11.7 9.9 6.6 37 4.2
Percent of Total Enrollments in Plans of:
1t 1,000 04 0.6 0.6 0.7 1.0 18 1.0
1,001 10 5,000 31 5.0 79 9.8 15.9 18.2 17.6
5,001 to 10,000 8.7 104 145 14.9 14.5 16.8 14.7
10,001 to 20,000 176 19.8 17.0 194 22.9 25.0 21.9
> 20,000 70.1 64.3 60.0 55.2 45.8 382 44.8

SOURCE: OPHC Monthly Medicate Prepaid Heelth Plan Reports, January 1986, 1987, 1988, 1989, 1990, 1991, and 1992.

NOTE: The number of contracts is the number of signed risk contracts as of January each year. The number of active plans is the number of HMOs with risk contracts that had enrolled
one or more beneficiaries as of January. Some HMOs never actively enrolled members, despite having a signed contract authorizing them to do so; others simply had not yet
begun enrolling as of January.



off at 83 plans in 1992. The number of active risk plans (that is, those with some enrollment)
exhibited a similar overall trend; after growing in 1985 and 1986, the number of active plans fell
steadily.’

In contrast to the declining number of plans in the Medicare risk program, the number of
beneficiaries in the program has grown steadily, dmost tripling between 1986 and 1992. Enrollment
grew rapidly during the first two full years, increased by small rates in 1988 and 1989 (6 and 5
percent), and then grew by more than 10 percent in both 1990 and 1991. The annual rate of growth
in total enrollment for all HMOs in 1989 and 1990 was almost 6 percent.

The growing enrollment and declining number of plans nearly tripled the mean and median
enrollment in Medicare risk program plans between 1987 (when the number of plans was a its peak)
and 1992. Mean enrollment grew from 6,244 in 1987 to 17,033 in 1992. In three of the past Six years
(1987, 1988, and 1990), mean enrollment grew by almost 30 percent. Median enrollment has
increased from about 2,600 in 1987 to over 7,000 in 1992.

The disparity between mean and median enrollment in plans indicates that a few very large plans
dominate the risk program. The percentage of plans that have more than 20,000 members has grown
from 4.2 percent (3 plans) in 1986 to 18.5 percent (15 plans) in 1992 (Table 11.5). As shown at the
bottom of the table, since 1989, the mgjority of beneficiaries in the program have belonged to these
largest plans. In 1989, 55 percent of the enrollees belonged to plans whose Medicare risk enrollment
exceeded 20,000 members; by 1992, 70 percent of enrollees belonged to such plans. The three largest
plans alone--Humana, in Miami (208,413); FHP, in Los Angeles (158,517); and Pecificare, in Los
Angeles (139,465)--accounted for over one-third of total program enrollment.

Correspondingly, a few very large market areas dominate the risk program (Figure 11.1).

Enrollment is concentrated in the Miami and Los Angeles market areas, each of which has five or

The number of HMOs nationally has also declined in recent years, dropping from 614 HMOs
in 1989 to 550 in 1992, after a period of rapid growth.
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FIGURE 11.1

AREAS IN WHICH MEDICARE RISK PLANS OPERATE
AND LEVELS OF ENROLLMENT, JANUARY 1992
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more risk plans and more than 100,000 risk members. The next largest market areas, each with at
least two plans and between 50,000 and 100,000 members, are Seattle, Portland, Phoenix, and
Minneapolis. The four new market areas in 1992--Corvallis, Bakersfield, Tulsa, and Akron--are
among the smallest, each with only one plan and 5,000 or fewer members.

Enrollment in risk plans is adso concentrated in areas that have the highest AAPCC rates (Table
11.6, last column). From 1988 to 1992, dmost half of Medicare risk enrollment was in plans whose
AAPCC rates are at least 25 percent greater than the average per capita cost for the United States
(the USPCC). The proportion of plans with AAPCC rates of this magnitude is much smaller--only
about one-fourth of plans have AAPCC rates this large. About 20 to 25 percent of al plans (not
shown) had AAPCCs below the USPCC, and these plans tend to be quite small.

The AAPCC rates for many plans exhibited wide fluctuations between 1988 and 1992. In Dallas,
for example, AAPCC rates rose by 9.8 percent between 1988 and 1989, rose by 16.6 percert between
1989 and 1990, dropped by 3.9 percent between 1990 and 1991, and rose by 4.7 percent between 1991
and 1992. The large increase in AAPCC rates between 1988 and 1989 is explained by the additiona
benefits that were required by the Medicare Catastrophic Coverage Act (MCCA); the reduction in
AAPCC rates between 1990 and 1991 is explained by the repead of the MCCA and the concomitant
reduction in benefits. Y et some plans did not suffer from such fluctuations; for example, AAPCC
rates in Albuquerque increased every year between 1988 and 1992, by rates ranging from 6 to 15

percent.

C. THE CHARACTERISTICS OF CURRENT RISK PLANS AND HOW THEY HAVE CHANGED

The organizational features, market areas, experience, and benefits and premiums of the HMOs
that participate in the risk program differ widely. For example, risk plans can be one of three model
types--IPA, group, or staff. An IPA (independent practice association) contracts directly with

independent physicians or physician groups who work out of their own offices and treat patients on

an FFS basis. A group model plan contracts with a physician group, which may or may not treat FFS
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TABLE Il.6

AAPCC DISTRIBUTIONS OF PLANS AND ENROLI.MENTS RY RELATIVE RATES,
1988 TO 1992

Percent of Plans by Ratio of AAPCC Percent of Enrollment by Ratio of AAPCC
to 1JSPCC to USPCC

Year Number of Plans Enrollment USPCC Mean AAPCC? <11 1110125 5125 Cl.1 11t0125 >125
1988 100 971,793 $234.09 $272.50 36.0 350 29.0 20.3 34.0 457
1989 83 1,032,345 $258.60 $296.48 38.6 337 21.7 19.1 33.2 477
1990 76 1,085,221 $293.33 $336.81 48.7 26.3 25.0 29.7 22.0 48.4
1991 67 1,233,603 $297.33 $347.79 49.3 239 269 269 26.3 46.8
1992 65 1,373,554 $316.07 $363.70 46.2 30.8 231 233 314 453

SOURCES:  OPHC Monthly Medicare Prepaid Plan Reports for enrollment as of January of each year, Office of the Actuary for USPCC and AAPCC rates, and GHPO files for the identity
of counties from which HMOs draw the most enrollees.

NoTE: The AAPCC for an HMO is assumed to be the AAPCC rate for the county from which the HMO draws the most enrollees. The table is restricted to plans with at least 1,000
Medicare risk members as of January of that year.

#The mean AAPCC isthe average AAPCC for the plansin the table.



patients. A staff modd plan employs saaried physicians who treat only members of the HMO. Risk
plans also differ from each other according to whether they are independent or affiliated with a
national or regiona chain, and whether they ever contracted to provide services to Medicare
beneficiaries before signing the risk contract. Both of these features, as well as the type of model.
may affect an HM O’ sincentive structure, utilization management practices, and behavior, and may
affect its success in the risk program. For example, chain-affiliated risk plans may benefit from the
resources that a larger, older, more experienced organization offers. Previous experience can also
have obvious benefits, enabling the HMO to become familiar with the sizable differences in t-he needs
and utilization patterns of aged and nonaged members. The nature of HMOs’ previous experience
in treating Medicare beneficiaries differs considerably. Many risk plans participated in the precursor
to the Medicare risk program, the Medicare Competition Demonstrations. However, some plans that
entered after the risk program began have had experience with Medicare beneficiaries through other
HCFA contracts, such as cost contracts or HCPP contracts (which cover only Part B services), while
some plans have no experience with Medicare members at al. The compostion of the risk program
along each of these dimensons has evolved somewhat over time, but most of the changes have been

fairly modest.

1. Risk Plans Tend To Be IPAs, For-Profit, and Chain-Affiliated

About half of the plans in the risk program have been and continue to be IPAs (Table 11.7).
However, IPAs have a smaller-than-proportionate share of enrollment in the risk program (40
percent) because they tend to be small on average, whereas staff model plans are much larger than
average, comprising alarger-than-proportionate share of risk enrollment (staff models comprise 16
percent of plans, but have 36 percent of total program enrollment). The proportion of earollments
in staff model plans more than doubled from 1986 (15 percent) to 1992 (36 percent), while the

proportion of enrollmentsin both IPAs and group model plans dropped from 1986 to 1992.
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TABLE 117

ORGANIZATIONAL CHARACTERISTICS OF ACTIVE TEFRA HMOs/CMPs OVER TIME

Percent of Plans Percent of Enrollments
Characteristic 1992 1990 1988 1986 1992 1990 1988 1986
Total Number of Active Plans 81 94 122 n 81 94 122 71
Model Type
IPA 56.8 54.3 54.9 49.3 40.2 372 528 53.3
Group 27.2 30.9 29.5 26.8 23.7 269 350 322
Staff 16.0 14.9 15.6 23.9 36.1 360 121 145
Chain Affiliation®
Affiliated 54.3 73.4 64.8 62.0 75.7 798  56.5 53.3
Independent 45.7 26.6 35.3 38.0 24.3 202 435 46.7
Tax Status
For-Profit 58.0 52.1 38.0 437 63.7 58.1 40.1 54.1
Nonprofit 420 47.9 62.0 56.3 36.3 419 599 459
Rc:gionb
New England 74 9.6 13.1 155 3.6 41 65 8.2
Mid-Atlantic 1.1 117 131 11.3 6.4 7.2 6.2 4.4
South Atlantic 12.3 13.8 12.3 9.9 20.7 195 195 35.3
Midwest 21.0 25.5 32.0 35.2 11.7 172 295 30.9
South Central 9.9 75 6.6 4.2 3.2 17 0.7 0.3
Mountain 13.6 13.8 8.2 8.5 9.1 7.7 6.3 34
Pacific 24.7 18.1 14.8 155 453 426 313 176
Previous Medicare Contract®
Demonstration 19.8 21.3 23.8 423 412 359  46.2 81.4
Cost 74 9.6 115 16.9 16.5 156 141 9.7
HCPP 8.6 8.5 6.6 1.4 15.0 255 13.1 0.6
Prior risk contract 111 6.4 NA NA 54 21 NA NA
No experience 53.1 54.3 58.2 39.4 21.9 210 266 8.3
Year Began Enrolling Under TEFRA
1985 34.6 38.3 41.0 91.6 61.6 634 641 98.9
1986 19.8 21.7 443 8.5 15.4 161 289 11
1987 13.6 16.0 131 NA 14.4 144 6.7 NA
1988 13.6 12.8 16 NA 35 16 03 NA
1989 12 21 NA NA 31 3.8 _NA NA
1990 49 3.2 NA NA 1.6 0.7 NA NA
1991 1.1 0 NA NA 0.5 0 NA NA
1992 12 0 NA NA * 0 NA NA
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TABLE 11.7 (continued)

source:  OPHC Monthly Medicare Prepaid Plan Reports, January 1986, January 1988. January 1990, and January 1992.
NoOTE: Datafor each year reflect the program experience as of January for active plans (those with enrollees).

2The dragtic change in the number and percentage of plans that are affiliated with chain organizations may be mideading: inconsistencics
in whether plans identified themselves as chain-affiliated between 1990 and 1991 account for much of the difference. Whether the change
in reporting reflects a change in ownership or areporting error cannot be determined from the OPHC data.

®Corresponds to the definition used by the Group Health Association of America.

“‘Demonstration” includes dl plans that held a Medicare risk contract as a demonstration plan prior to the start of the Medicare risk
program (April 1985). “Cogt” includes plans that had a Medicare cost contract before signing a Medicare risk contract and were never
a demongtration risk plan. “HCPP" plans are plans that held HCPP contracts (covering only Part B services on a risk basis) before joining
the risk program (and never held a demonstration risk contract). Of the seven plans with a “prior risk contract,” two had a DCG
(diagnostic cost group) contract, under which the payment rate depended on the pre-enrolIment utilization of enrollees. The other five
plans had held a Medicare risk contract previously, dropped out of the program, and later reentered the risk program.

*Less than 0.1 percent

NA = not applicable.
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In 1992, plans with for-profit tax status dominate the risk program and its enrollments. More
than half of the plans in the risk program are for-profit, and they have nearly two-thirds of total
program enrollment. These figures represent a significant change since 1988, when for-profit plans
comprised only 38 percent of plans and 40 percent of enrollments.

IN1992, 54 percent of the plans in the risk program are chain-affiliated; however, that proportion
had been as high as 73 percent in 1990. Despite the decline in the proportion of plans that are
affiliated with chains, the proportion of enrollments in chain-affiliated plans has increased markedly,

from 54 percent in 1986 to about 75 percent in 1992.

2. Nearly Half of the Enrollees Are in the Pacific Region; Few Plans Serve Rural Areas

In 1992, the Pecific region contains the plurality of risk plans and enroliments (again see Table
11.7). About one-quarter of the plans and aimost one-half (45 percent) of enrollmentsin 1992 are
in the Pecific region, reflecting the 16 percent growth in plans and 17 percent growth in enrollments
in that region since 1986. The preeminence of the Pacific region in the risk program reflects the high
level of HMO activity and acceptance generdly in the West--one-third of totd HMO enrollments in
the United States are in the Pacific region. The region with the second-largest total enrollment in
HMO:s--the Midwest--has experienced a very different growth pattern under the Medicare risk
program. Whereas this region previously accounted for the largest share of risk plans and a large
share of total risk program enrollment, both shares have declined markedly.

Less than one-quarter (23 percent) of the plans in the risk program in 1991 extended their
Medicare services to beneficiaries in rural counties (not shown in Table 11.7; see Serrato and Brown,
1992). Among risk plans that offer commercial coverage in both urban and rural counties, less than
‘half offer their risk plan in their rural counties. Rural countiesin which risk plans are offered tend

to have higher AAPCC rates than those excluded from the risk plan service area.
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3. Enrollments Are Concentrated in HMOs Entering the Risk Program Early and in Plans with
Previous Medicare Experience

The mgjority of plans (53 percent) in 1992 had no experience in providing coverage to Medicare
beneficiaries prior to the risk program, but only about one-fifth (22 percent) of the enrollments were
in risk plans without previous Medicare experience (again Table 11.7). These figures represent a
considerable increase from 1986, where about 40 percent of plans and only 8 percent of enrollments
belonged to plans without Medicare experience. This change is due entirdly to the fact that over two-
fifths of the risk plansin 1986 had participated in the preceding demonstration programs. By 1992,
the proportion of plans with such experience was halved, as nearly haf of those plans with
demonstration experience left the program and new plans entered. Note, however, that an increasing
proportion of risk plans have previous experience as health care prepayment plans (HCPPs, under
which HMOs are capitated only for Part B services), and that there is a corresponding decline in the
proportion of risk plans that held a Medicare cost contract (under which HMOs are reimbursed for
their costs, up to the AAPCC rate).

In 1992, the oldest plans (those entering the program in 1985) comprise over 60 percent of risk
enrollment, but represent only one-third of the plansin the program. Conversely, plans that began
in 1988 or later aso comprise one-third of the plans, but account only for 9 percent of risk
enrollment in 1992. This difference reflects the time required to establish a membership base, and
the fact that plans that began operations in 1985 and are still operational in 1992 are the most
successful of the plans that began in 1985, whereas several of the plans beginning in 1988 may not
stand the test of time. Interestingly, the proportion of risk enrollment in the oldest plans has
remained very stable since 1988, falling only dightly from 64 percent in 1988 to 62 percent in 1992.
4. OneThird of the Plans Continue to Offer Prescription Drugs; One Fifth Do Nut Chargea

Premium

The supplementa benefits offered by risk plans have changed since 1986 (Table 11.8). Currently,

over 90 percent of the plans cover preventive care, 82 percent cover eye care, about 60 percent cover
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TABLE 11.8

DISTRIBUTION OF PLANS, BY BENEFITS, PREMIUMS, AND COPAYMENTS

(Percent)
1992 1991 1990 1989 1988 1987 1986

Number of Plans 81 83 94 101 122 134 71
Plans Offering Coverage for:?

Prescription drugs 33.3 337 34.0 37.6 34.4 425 52.1

Dental care 29.6 27.7 22.3 6.9 16.4 11.2 14.1

Extended menta hedth benefits 321 84 100.0 26.7 60.7 29.9 31.0

Preventive care 91.4 94.0 71.3 81.2 99.2 79.9 84.5

Eyecare 815 85.5 85.1 44.6 36.1 60.4 53.5

Ear care 59.3 71.1 51.1 24.8 54.9 35.1 26.8
High Option

Offered NA 145 9.6 8.9 9.0 21.6 35.2

Nol offered NA 85.5 90.4 91.1 90.2 77.6 64.8
Premiums (dollars per month)

SO 21.0 21.7 17.0 12.9 123 104 16.9

$.01 to $30 136 9.6 17.0 24.8 34.4 44.0 57.7

$3001 to $50 14.8 229 40.4 39.6 39.3 43.3 25.4

$50.01 to $75 395 337 234 22.8 13.9 2.2 0.0

>$75 11.1 121 2.1 0.0 0.0 0.0 0.0

Median premium $52.00 $48.70 $39.14 $37.25 $33.88 $28.83 $23.90
Change in Premium from Preceding Year®

Decrease 11.4 8.6 25.3 8.7 18.0 7.9 14.8

No change 31.4 235 18.7 19.6 23.0 20.6 60.7

< $5.00 increase 10.0 8.6 23.1 28.3 20.0 27.0 115

$5.01 to $10.00 increase * 24.3 13.6 16.5 17.4 16.0 175 6.6

>$10.00 increase 22.9 45.7 16.5 26.1 23.0 27.0 6.6

?Data were compiled from OPHC Monthly Status Reports: December 1985 (1985), July 1986 (1986), December 1986 (1987), March 1988 (1988), February 1989 (1989), April 1990, April
1991, and March 1992.

PCalculated only for plans in existence the previous yesr.

NA = not available.



ear care, and about one-third cover prescription drugs, dental care, and menta hedth services beyond
what Medicare covers. Since the start of the program, most plans have offered preventive care as
part of their basic benefit packages, but the proportion has varied each year from 71 percent to 99
percent. The proportion of plans offering prescription drugs as part of the basic benefit package
dropped from over 50 percent in 1986 to about one-third by 1988 and has remained at that level.
The opposite trend occurred among plans whose basic benefit package included dental care; very few
plans (between 7 percent and 16 percent) offered dental care prior to 1990, but about one-quarter
of the plans offered dental care during the last three years. The proportion of plans covering eye
care and ear care as basic benefits has fluctuated, but is higher in recent years than in early years.

The proportion of plans offering extended outpatient mental health care as part of their basic
benefits has fluctuated greatly during the past six years. Part of the reason for the fluctuation is that
risk plans were required to cover extended outpatient mental health care in 1990 as part of the
MCCA. When the MCCA was repealed in 1991, only 8 percent of the plans offered this benefit.

The proportion has since returned to approximately the level that prevailed prior to the MCCA
change--about 30 percent.

Initially, a sizeable number of plans (about one-third) offered a “high-option” package to
beneficiaries in addition to their basic plan. The high-option package included more benefits, had
fewer or lower copayments, and cost more. Few beneficiaries chose these options, however, and
those who did tended to be sicker on average than others. By 1988, the proportion of plans offering
such options had dropped below 10 percent and has remained low ever since.

Median monthly premiums for Medicare risk plans more than doubled between 1986 and 1992,
rising about 14 percent per year on average to the 1992 level of $52 per month.? At the same time,

the proportion of risk plansthat do not charge a premium has increased--from about 1 in 6 plansin

3This rate of increase is similar to the percentage increase in average commercial premiums
charged by all HMOs in the middle of this period--73.9 percent between 1988 and 1989, and 16.3
percent between 1989 and 1990.
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1986 to about 1 in 5 plansin 1992. On the other hand, before 1990, no plan charged a monthly
premium in excess of $75; in 1991 and 1992 about 10 percent of plans charged premiums that high.

Despite the fairly high rate of increase in premiums charged by the HMOs, most plans made
relatively modest adjustments to their premiums, as shown at the bottom of Table 11.8. In each year
except 1991, at least half of the plans reduced premiums, increased their premiums by less than $5
per month, or did not change their premiums. The reped of the MCCA was responsible for the large
increases in premiums for 1991, offsetting the modest increases between 1989 and 1990. While the
MCCA was in effect in 1990, plans could moderate their premium increases or cut premiums because
Medicare was paying HMOs to cover some benefits for which plans had previoudy charged premiums.
(The USPCC for 1989 and 1990 increased by 10.5 percent and 13.4 percent, respectively, as was
shown in Table 11.6.) With the repeal of the MCCA, Medicare no longer covered some benefits and
dropped their payments to HMOs accordingly. (The USPCC for 1991 increased only by 1.4 percent.)
Plans that wished to maintain their benefit packages were thus forced to raise premiums to cover the

cost of the repealed benefits.

D. THE CHARACTERISTICS OF ENROLLEES IN RISK PLANS

Risk plan enrollees are not a representative cross-section of Medicare beneficiaries (see Table
11.9, adapted from Hill et a., 1992). Compared with other beneficiaries who reside in the same
market areas, enrollees are younger, less likely to be in nursing homes, less likely to be disabled, and
lesslikely to be on Medicaid--all of which are associated with lower average reimbursements. The
AAPCC payment methodol ogy takes these demographic risk factors into account, and thus average
payments to HMOs per enrollee-month are about 15 percent below the published average county
AAPCC rates.

Enrollees are dso hedthier than nonenrollees dong a number of other indicators available from
a survey of random samples of over 6,000 enrollees and 6,000 nonenrolled beneficiaries in 1990

(discussed in the next chapter). These enrollees, over half of whom had been enrolled for at |east
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TABLE 11.9

THE CHARACTERISTICS OF ENROLLED AND NONENROLLED MEDICARE BENEFICIARIES
IN AREASWITH MEDICARE RISK PLANS
(All table entries are proportions)

Enrollee Nonenrollee Enrollee-
Proportion Proportion Nonenrollee
or Mean or Mean Difference
AAPCC Demographic Risk Factors
Disabled (under age 65) .028 .077 -.049 **»*
Ages 65-69 227 217 .010
Age JO-74 .309 270 039 ***
Age 75-80 222 .188 034 ***
Age 80-84 129 134 -.005
Age > 85 .085 114 -029 ***
Mae 442 417 025 o **
Medicaid 023 093 070 o
Nursing home resident 018 058 -040 ***
Health Status
Poor hedlth .056 .092 -036 **+*
Number of impairmentsin activities of daily tiving 128 .303 -175 ***
Number of impairments in instrumental activities of daily living 668 1.093 -425 ***
History of cancer, heart disease, or stroke 274 322 -048 ***
Died within 9 months &fter interview date 046 053 -007 o
Preferences for Seeking Care
Worries about personal health more than others 173 .200 027 o *F
Avoids doctor if aproblem arises 270 .247 023 #*+
Has ausua place of care (prior to enrollment for enrollees) 853 914 -061 o **
Other Personal Characteristics
Race (percent not white) 078 067 011 **
Income $17,689 $20,157 -$2,468 ***
Education
College degree 118 149 -031 ***
High school graduate, no college degree 566 579 -013 »
Sample Size 6,458 6,071 12,529

Note: All variables except the AAPCC risk indicators were obtained from the survey. With the exception of nursing-home residence, the
AAPCC risk indicators were obtained from the Medicare Master Beneficiary File (nonenrollees) and the GHPO file. Datafrom
the survey identified nursing-home residents. All market area characteristics, except county AAPCC rates, were oitined from the
Area Resource File,

* Significantly different from zero at the .10 level, two-tailed test.

*+ Significant at the.05 level, two-tailed test.
*++ Significant at the.01 level, two-tailed test.
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3 years by the time of interview,* are less likely to require assistance with various common daily
activities (for example, edting, bathing, and shopping), less likely to have a history of serious illness
(cancer, heart disease, or stroke), and less likely to say that their health is “poor.” The differences
in demographic risk factors account only for a portion of the observed differences in these measures.

Enrollees also tend to have had less access to care prior to enrolling than did nonenrolled
beneficiaries. Their income is lower on average, but they are less likely to have had Medicaid
coverage.® An earlier study (Brown et al., 1986) also found that recent enrolleesin risk plans who
had been covered by Medicare for at least two years prior to joining were less likely than
nonenrollees to have had insurance coverage to supplement Medicare during the pre-enrollment
period. Enrollees also were less likely than nonenrollees to have had a usua place they went for
health care prior to joining the HMO.

The' demographic characteristics and attitudes of enrollees toward health and health care also
differ from those of the Medicare population. Those who join an HMO are less well-educated on
average, and HMOs contain dlightly more blacks than would be suggested by their share of the
Medicare population in cities with Medicare HMOs. Enrollees indicate less worry about their hedth
and more often say that they avoid going to see adoctor even when they are sick, if at all possible.

These differences between enrollees in Medicare HMOs and other beneficiaries may have

important effects on whether the risk program achieves its goal to save money for Medicare. Our

“Only 11 percent of the enrollee sample had been enrolled for less than one year at the time of
the interview. See Appendix B for a distribution of enrollees by length of time enrolled.

>The combination of enrollees having lower average incomes but being healthier on average is
somewhat unusua, in that individuals with low incomes are generally in poorer hedth on average in
the population. The reason for the observed combination for enrollees is that the beneficiaries most
likely to enroll are (1) those with few or no health problems, because they are less likely to have a
strong link to a particular physician, specialist, or hospital that would have to be broken in order to
enroll, and (2) those who are poor (but not on Medicaid), because they are least able to afford a
medigap policy or to cover medical costs out-of-pocket. The combined effects of these two factors
leads to the observed pattern of healthier, but poorer enrollees on average.
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findings on this issue and details on the magnitude of the differences between enrollees and

nonenrollees are described in the next chapter.
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I1l. DOES THE MEDICARE RISK PROGRAM SAVE MONEY FOR MEDICARE?

One of the primary objectives of the Medicare risk program is to reduce the cost to HCFA for
providing Medicare coverage to enrolled beneficiaries. However, our results suggest that the
Medicare costs incurred on behalf of enrollees would have been substantially less than what HCFA
paid the risk plans. This estimated increase in costs to HCFA is due solely to the failure of HCFA's
payment mechanism to account for differences between enrollees and nonenrollees on factors that
affect hedth care use, especidly the substantidly better-than-average hedth of the beneficiaries who

enroll in Medicare risk plans.

A. EXPECTED EFFECTS

The payment mechanism is designed to enable HCFA to share some of the savings in resources
that it expects HMOs to generate. Each month, HMOs are paid a predetermined rate for each
enrolled beneficiary, based on the adjusted average per capita cost (AAPCC)--the actuarial-based
estimate of what Medicare expects to pay in fee-for-service (FFS) reimbursements for Medicare-
covered services for beneficiaries in a given county--multiplied by an individua-specific “risk factor.”
The individual-specific risk factors determine into which of 60 rate cells the individua fals, based on
the enrollee’s age, sex, indtitutional status (residing in a nursing home or not), Medicaid digibility,
and reason for entitlement (aged or disabled). Each cell has a corresponding risk factor, based on
nationwide actuarial estimates, indicating the expected cost to Medicare for persons in that cell
relative to the overal average. Thus, for example, younger individuals have risk factors below 1.0,
and individuds living in nursing homes have factors well above 1.0. Separate county AAPCC rates
and risk factors are used for Part A and Part B. The county AAPCC for Part A and Part B are
obtained by multiplying actuarid projections of the expected average cost per Medicare beneficiary
for the entire United States (the USPCC) by a geographic adjustment factor. The geographic

adjustor is an estimate of the ratio of average cost per Medicare beneficiary in the county to average
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cost in the United States, based on the actual average ratio over the most recent 5-year period for
which data are available.

In order to share in the expected cost-savings that HMOs are expected to generate, HCFA pays
HMOs only-95 percent of the risk-adjusted AAPCC rate for each beneficiary it enrolls. The
expectation was that, on average, the AAPCC would be a reasonably accurate indicator of what
HCFA would have spent in F'FS reimbursements for enrolled beneficiaries. Thus, by paying risk plans

95 percent of the AAPCC, HCFA expects to save 5 percent.

1. Costs and Savings to Medicare Are Determined by Biased Selection

Savings to the Medicare program will be realized only if the capitation payments that HCFA
makes for enrolled beneficiaries are less than the costs that Medicare would have incurred for
enrollees had they received care in the fee-for-setice sector. Two conditions could prevent the
Medicare program from realizing the intended 5 percent savings: (1) payment rates that differ from
the actua costs incurred by Medicare for those who do remain in the FFS sector, and (2) differences
in the characteristics of beneficiaries who enroll and those who do not that may affect their health
care utilization, but are not fully captured by the factors that determine the capitation payment (that
is, age, sex, nursing-home residence, Medicaid eligibility, reason for entitlement to Medicare, and
county of residence). These latter differences are referred to as “biased selection,” which can be
ether “adverse” or “favorable’ from the HMO's perspective, depending on whether the enrollees are
sicker or healthier than the nonenrolled beneficiaries.

Our evauation has measured only the effects of biased selection, the second of the two
conditions that may prevent HCFA from realizing the intended 5 percent savings. The accuracy of
the AAPCC methodology for predicting the actud FFS reimbursements of those who remain in FFS
is an actuarial issue, and is the subject of other studies. Furthermore, as with any projection, the
AAPCC will be inaccurate to some degree for a particular year or county or for randomly chosen

group of beneficiaries, even if it predicts mean reimbursements for beneficiaries with reasonable
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accuracy in general.  Our concern is not with these types of normal prediction errors, but with
whether differences between enrollees and nonenrollees would lead to systematic errors in the
projections. That is, after enrollee-nonenrollee differences in reimbursements that can be explained
by differences in the characteristics that determine the HMO’ s payments are accounted for, would
the average reimbursements of the two groups have differed had they both received care from
providers in the FFS sector?

It is useful to bear in mind that the ability of HMOs to control utilization and negotiate discounts
with providers has absolutely no bearing on’the costs to HCFA. ‘Increases in efficiency and lower
prices are certainly important for the future of the Medicare risk program and for assessing the size
of potential savings to HCFA; however, once the capitation rate is set, costs to HCFA for a given st
of enrollees are fixed. The HMOs’ utilization control procedures and negotiations affect only their

own cogts and profits.

2. Previous Findings Suggest That Risk Contracting Has Increased Costs to HCFA

If selection into HMO:s is favorable from an HMO's perspective, HCFA would incur higher costs
for “healthier” enrollees than it would have incurred had they remained in the FFS sector. In this
case, HCFA would not redlize the 5 percent savings, and, if selection is quite favorable, HCFA may
actudly spend more than it would have for FFS coverage. If selection is adverse, HCFA would save
more than 5 percent, but HMOs may have a difficult time covering their costs and may discontinue
risk contracting.

Four types of studies of biased selection and the cost or savings to HCFA from Medicare risk
contracting have been conducted, and virtually all of them suggest that risk contracting is likely to

increase costs to HCFA.
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a. Prior-Use Studies

The most prevaent type of study has entailed comparing the average Medicare reimbursements
for enrollees over some pre-enrollment period with the risk-adjusted average reimbursements during
a comparable period for beneficiaries who reside in the same area but are not HMO enrollees. The
average reimbursement for nonenrollees is adjusted to account for differences between enrollees and
nonenrollees in the characteristics used to determine the AAPCC payment level for a given enrollee.
Thus, any differences in prior reimbursements that can be explained by the AAPCC factors are netted
out of the comparison. This approach was first used by Eggers and Prihoda (1982) for four HMOs
participating in an early demonstration program for Medicare risk contracting (the Medicare
Capitation Demonstration). Brown (1988) applied the same approach to examine biased selection
in 17 HMOs participating in a second demonstration program, the Medicare Competition
Demonstrations. The two studies found that selection ranged from very favorable to adverse.
However, most HMOs (13 of 17 in Brown's study) experienced favorable selection; when ratios were
averaged across the HMOs in the study, enrollee reimbursements were about 20 percent lower than
risk-adjusted reimbursements for nonenrollees. Only one HMO experienced adverse selection in
Brown's study, and three experienced neutral selection.

Another measure of biased selection based on preenrollment service use focuses more on chronic
problems--a comparison of the proportion of enrollees and nonenrollees who have a hospital stay for
a diagnosis associated with high expected future costs. Both Brown (1988) and Hill and Brown
(1990) found that, compared with nonenrollees, enrollees were sgnificantly less likely to have been

hospitalized for a high-cost diagnosis during the two years prior to enrollment, even after controlling

for AAPCC risk characterigtics.

b. Comparisons of Adjusted Mortality Rates
Studies based on a second measure of biased selection--differences in postenrollment mortality

rates-have aso found that selection is quite favorable. The risk-adjusted difference in mortality rates
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provides a potentially. attractive measure of biased selection, since it is not subject to the most
common objection to prior-use measures of biased selection--that the below-average utilization of
enrollees prior to enrolling is likely to “regress toward the mean” in future years as they age. Both
Brown (1988) and Riley, Lubitz, and Rabey (1991) found that mortality rates were 20 to 25 percent
lower among beneficiaries enrolled in Medicare risk plans, after controlling for enrollee-nonenrollee

differencesin factorsincluded in the AAPCC payment rate schedule.

c. Comparisons of Health Status

Two other studies have measured biased selection by comparing the self-reported measures of
health status of enrollees and nonenrollees. Both-Brown et al. (1986) and Lichtenstein et al. (1992)
found that, at the time of enrollment, those who enrolled were significantly more likely than
nonenrollees to be able to perform routine daily activities without assistance. Enrollees also were
significantly less likely to rate their health as poor and less likely to be inordinately worried about
their health. However, these studies did not control for differences in the AAPCC risk factors for

the two groups.

d. Estimates of FFS Costs for Enrollees

Theonly direct estimates of the effects of Medicare risk contracting on the coststo HCFA are
provided in Nelson and Brown (1989), who suggest that HCFA paid 15 to 33 percent more in
capitation payments than it would have paid in FFS reimbursements for the enrollees in the 17
Medicare Competition Demonstration plans. The authors assumed that reimbursements for enrollees,
had they remained in the FFS sector, would have increased between the two-year pre-enrollment and
postenrollment periods by the same proportion as reimbursements increased over a comparable

period for a sample of nonenrollees in the same market area.
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e. Qualificationsto Previous Studies

Although all of these studies suggest that most Medicare HMOs tend to experience favorable
selection, each of the studies has flaws. Prior reimbursement measures probably overstate the degree
of favorable (or adverse) selection because a randomly chosen group of beneficiaries whose average
reimbursements are well below the overal mean in one year will tend to have mean reimbursements
that are much closer to the overall mean in future years (“regression toward the mean”). While
enrollees are not selected randomly, it is likely that at least some of the observed difference in prior
utilization is not due to differences in chronic health problems, but to the fact that most enrollees
choose to join an HMO and switch physicians (typically) during a period when they are relatively
hedlthy. Mortaity measures are suspect because they do not indicate the likely enrollee-nonenrollee
differences in health care needs for the 95 percent of beneficiaries who do not die in a given year.
Furthermore, the enrollee mortality rates may be influenced, to some modest degree, by the HMO's
style of care. Finally, enrollee-nonenrollee differences in health status and other sz'f-reported
measures have unknown effects on future Medicare reimbursements.

Another problem with virtually all of these studies is that, because they were based on
demonstrations, they assess only the experience of enrollees in their first year or two of HMO
membership. Thus, the analyses and estimates may not provide reliable measures of the difference
between the current stock of enrollees in the Medicare risk program and nonenrollees, and thus may

give misleading indications of the costs of risk contracting to HCFA in the current program.

3. Hypotheses Examined in the Current Evaluation

The questions that we have examined in the evaluation of the ongoing Medicare risk program
are smilar to those addressed in the earlier studies of risk contracting, but are more comprehensive.
Our ultimate goal is to provide estimates of the costs or savings to HCFA from the risk program and
show how these estimates vary according to the characteristics of HMOs and beneficiaries. Thus,

while we measure biased sel ection with methods similar to those used in previous studies, we also
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develop cost impact estimates that are not subject to the same shortcomings as previous measures of
biased selection. In particular, the impact estimates are based on the stock of enrollees at a point
in time, rather than on the flow of new entrants.
Our andysis addressed the following questions:
* How do the preenrollment reimbursements for Medicare enrollees differ from the
reimbursements for geographically matched nonenrollees, after differencesin AAPCC

risk indicators are controlled for?

* How do the proportions of enrollees and nonenrollees with high-cost diagnoses differ,
after differencesin AAPCC risk indicators are controlled for?

* How does biased selection differ across plans and according to the characteristics of the
plan (for example, model type, for-profit status, enrollment size, and AAPCC rate
received)?

* How do enrollees and nonenrollees differ aong characteristics that are likely to be
related to health care use, but that are not captured by the AAPCC risk factors?

e What is the difference between the capitation payments made by HCFA and the amount
that HCFA would have paid in reimbursements for enrollees had they not joined a
Medicare HMO?

* How do costs or savings to HCFA from the risk program vary according to the payment
rate or the characteristics of the HMO or the beneficiaries?

* What accounts for the savings or cost increasesto HCFA?

B. DATA AND RESEARCH APPROACH

Three reports prepared for the evaluation--a report on biased selection based on prior use
measures (Hill and Brown, 1990), a report on enrollee-nonenrollee differences in self-reported hedth
status, socioeconomic characteristics, and attitudes toward health and health care (Hill and Brown,
1992), and a report on the effects of the risk program on the use and cost of services (Hill et al.,
1992)--addressed one or more of the research issues. Although all of the reports were motivated by
the overriding issue of how costs to HCFA are affected by the risk program, they were based on

different data sets and samples and addressed the issue from different perspectives.
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1. Survey and Medicare Claims Data Were Key Data Sources

Two types of data were used for the analysis in the three reports--data from Medicare claims,
obtained from the MADRS (Medicare Automated and Data Retrieval System) file, and data from
alarge survey of enrollees and nonenrollees who live in the cities where risk plans are offered. The
data were (;E)llected for two very different samples of individuals.

Claims data for 1985 and 1986 were collected for samples of 1,000 enrollees drawn from each
of the 98 Medicare risk plans that had a sufficient member of new enrollees between January 1986
and December 1988, and for comparison samples of 2,000 Medicare beneficiaries drawn from each
of the 48 market areas in which these HMOs were operating (samples of 3,000 enrollees per plan
and 6,000 nonenrollees were drawn from each of the two areas with the most risk plans, Miami and
Los Angeles). Both the enrollee and nonenrollee samples were restricted to beneficiaries who were
eligible for Medicare throughout 1985 and 1986 and who had not enrolled in a Medicare HMO
during that period. (Thus, the enrollee sample excludes beneficiaries who joined :he HMO
immediately upon becoming eligible for Medicare.) The enrollee samples for most HMOs were
further restricted to those who joined the HM O in 1987 or 1988. These data were used to draw the
comparisons of pre-enrollment  reimbursements.

The second source of data was a survey of nearly 13,000 Medicare beneficiaries, split evenly
between enrollees and those who did not enroll but resided in the same counties as enrollees. The
enrollees were a random sample of al beneficiaries who were enrolled as of April 1, 1990 in one of
the 75 Medicare risk plans that contained 1,000 or more members at that time, and who had been
enrolled for at least three months. Enrollees in small plans (1,000 to 7,500 members) were
oversampled and those in the four largest plans were undersampled, so that the sample could be used
to weight either each enrollee equally or each plan equally without a significant loss in precision.
Over hdf of the enrollee sample had been enrolled in the Medicare risk plan for at least three years

at the time of the interview. The nonenrollee sample, selected from beneficiaries who were not



members of an HMO between April 1989 and the date of interview, was drawn to match the
digtribution of enrollees across ZIP codes. This design diminated differences between the two groups
that could arise from variations in practice patterns across regions or cities. Appendix B provides
details of the sample selection procedures and distributions of the samples across plans and market
aress.

The survey, conducted between April and October 1990, gathered data on the recent utilization
of Medicare-covered services by sample members and on the characteristics that might affect their
utilization. The latter included measures of health (their ability to perform routine activities, self-
reported health status, and days confined to bed), access to care (income and insurance coverage),
and propensity to use care (relative worry about health, inclination to avoid doctors, and having a
usua place of care). Survey data on sample members were supplemented with Medicare clams data
for 1989 and 1990 (from MADRS) for nonenrollees, and with data on sample member deaths during
the ninemonth period following the interview.

2. Enrollees Were Compared with Nonenrollees to Assess Biased Selection and the Effects on the

Costs to HCFA

The hypotheses about biased selection and the costs to HCFA were addressed with statistical
analyses that compared enrollees with nonenrollees, always controlling for differences in the
characteristics that are reflected in the AAPCC rate structure. The biased selection analysis
essentially repeated the analysis of earlier biased selection studies, estimating for each Medicare risk
plan the difference between the reimbursements of enrollees and loca area nonenrollees during 1985
and 1986, a period which preceded enrollment in the HMO (Hill and Brown, 1990). As indicated,
nonenrollee means were adjusted to account for differences in AAPCC risk indicator& since enrollees
were younger, less likely to be on welfare, less likely to be in nursing homes, and less likely to be
disabled, all of which are differences that imply alower average reimbursement for enrollees. The

difference in the proportion of enrollees and nonenrollees with high-cost diagnoses during 1985 and
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1986 was dso estimated for each Medicare risk plan. In computing these differences, Hill and Brown
used a logistic regresson model to control for AAPCC risk indicators. They aso used the claims data
to cdculate adjusted differences between enrollees and nonenrollees for different types of plans and
market areas.

A similar type of comparison relied on the survey data to examine differences in other
characterigtics of enrollees and nonenrollees that might affect rembursements (Hill and Brown, 1992).
Hedlth status measures, variables that reflect access to care, and dttitudina variables were regressed
on enrollment status and AAPCC risk indicators to determine the existence of differences between
the two groups that had not been accounted for fully by the differences in age and other AAPCC
risk indicators.

Finaly, Hill et al. (1992) estimated the effects of the Medicare risk program on the cost to
HCFA by directly estimating the cost that HCFA would have incurred for enrollees had they
remained in the FFS sector, and then comparing this estimate with estimates of what HHCFA was
paying in capitation payments for these individuals. Estimates of the FFS reimbursements that would
have been paid out by HCFA were derived from a regresson analysis that estimated the relationship
between the reimbu.sements paid for nonenrollees in 1989 and the characteristics of these individuals,
including both AAPCC risk indicators and more detailed survey measures. The estimated equation
was then used with survey data on enrollees to predict what their reimbursements would have been.’

The estimated FFS reimbursements for enrollees were compared with a regression equation
projection of AAPCC payments rather than with actual AAPCC payments, for two reasons. First,
the sample of nonenrollees on which the reimbursement equation was estimated consists entirely of

individuals who were alive for the period over which reimbursements were measured, whereas the

‘For two binary variables that were very important predictors of Medicare reimbursements--
medigap coverage and having a usual place of care--it was necessary to estimate the proportion of
enrollees who would have had the characteristic, rather than using the value reported by enrollees,
which pertained to the period preceding enrollment in the HMO.
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AAPCC rates include the costs of the 5 percent of beneficiaries who die. Thus, the AAPCC rates
would substantidly overestimate the implicit payments for survivors, since the beneficiaries who die
in a given year account for a disproportionate share (about 28 percent) of total Medicare
reimbursements for that year. Second, the AAPCC rates will not necessarily provide an accurate
estimate of the FFS costs for any particular time period, location, or subgroup of individuas even for
nonenrollees, even if the AAPCC is accurate on average. Our purpose, however, is to measure the
systematic cost increases or savings to HCFA due to the risk program. Thus, we use an estimated
AAPCC equation derived from nonenrollees to project the AAPCC payments that would be made
for enrollees if the AAPCC perfectly reflected average reimbursements for nonenrollees in any
particular market area, asit isintended to do. The AAPCC model isidentical to the model we used
to project FFS costs, except that we used only a subset of the beneficiary characteristics-the AAPCC
risk indicators only--to generate our AAPCC payment formula. We projected payments for enrollees
by inserting their values for these AAPCC risk indicators (including place of residence) into the
estimated payment equation, and multiplying by .95 (since the payments to plans are 95 percent of

the AAPCC).

L J
C. ESTIMATES OF BIASED SELECTION AND COSTS/SAVINGS TO HCFA

Our findings confirm the earlier studies that indicated the existence of favorable selection, and
provide new estimates of its implications for the costs to HCFA. The findings discussed in this
section were drawn from the three reports described earlier (Hill and Brown, 1990 and 1992; and Hill

et dl., 1992).
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1. New Enrollees Had Markedly Lower Medicare Reimbursements and Fewer High-Cost Hospital
Stays Than Did Nonenrallees in the Preenrollment Period

Prior reimbursements, adjusted for enrollee-nonenrollee differences in AAPCC factors and
weighted to reflect the length of HMO enrollment,? were 23 percent lower for new enrollees than
for nonenrollees on average. Figure 111.1 shows that, although some dispersion in the ratios of pricr
reimbursement for enrollees to those for nonenrollees exists across plans, the ratios of most plans
were below .80. In very few plans did enrollee reimbursements exceed adjusted nonenrollee
reimbursements, and none of these differences is significantly different from zero. The enrollee-

nonenrollee difference is statisticaly significant for 63 percent of the plans, indicating favorable

sdlection in each case.

Enrollees were aso about 25 percent less likely than nonenroliees to have hospital staysin the
preenrollment period for diagnoses associated with high future costs. Again, the enrollee-nonenrollee
differences are dtatisticaly significant for over half of the plans, dways indicating favorable selection.
The distribution of estimated differences in high-cost hospitalizations is very similar to the distribution
of the prior reimbursement ratios, as shown in Figure 111.1.

The differences in prior reimbursements and hospitalizations for high-cost diagnoses are very
similar to those found in a HCFA study (Riley, Lubitz, and Rabey, 1990) for another measure of
biased sdlection--the ratio of enrollee to nonenrollee mortality in the postenrollment period, adjusted
for enrollee-nonenrollee differences in AAPCC risk factors. Although the adjusted mortality ratio
(AMR) does not measure the expected relative costs for all enrollees, it does capture differencesin
the prevaence of these high-cost cases. (Average reimbursements for Medicare beneficiaries in their
last year of life are about 6 times the average for all beneficiaries.) Furthermore, since mortality is

measured in the postenrollment period, this measure of biased sdection, unlike the other two, is not

%Enrollee observations were weighted in proportion to the number of months that they were
enrolled during the 2-year follow-up period. This weighting essentially adjusts for biases in
disenrollment, Snce HMOQOs are at risk for a shorter period of time for beneficiaries who disenroll than
for those who remain members.
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FIGURE Il1.1
DISTRIBUTION OF PLANS FOR THREE MEASURES OF BIASED SELECTION
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based on the assumption that enrollee-nonenrollee differences during the preenrollment period will
persist. The average AMR for the plans in the study was .75, implying that the enrollee death rate
was 25 percent lower than the actuarially adjusted rate for Medicare beneficiaries who reside in the
same areas. As shown in Figure 111.1, the ratio for every plan was less than one, indicating, once
again, either neutral or favorable selection among all the plans. The estimated AMRs of 58 percent
of the plans were .80 or less.

The results across the three measures are strikingly similar. All three measures indicate that risk
plans experienced favorable selection of 23 to 25 percent overdl, 54 to 63 percent of the plans have
clearly favorable selection, and none of the plans encountered significant adverse selection.
Comparisons across the alternative measures for specific plans showed a fairly strong correlation
among the measures, but suggested either that the source of favorable sdection (fewer deaths, fewer
chronic cases, or lower reimbursements) differed across plans or that the measures may not be
especidly reliable indicators of the degree of biased selection for a particular plan, due to the modest
sample sizes per plan. Nonetheless, the overall similarity of the degree of bias and the distribution
of plans across the three measures is strong evidence that biased selection is favorable for most
Medicare risk plans.

Across al messures of biased selection, staff models experienced more favorable selection than
group practice models or IPAs. As illustrated in Figure 111.2, the results for the reimbursement ratio
measure are consistent with our expectations that staff plans experience more favorable selection than
do IPAs, since IPAs attract asizeable proportion of their enrollees from the participating physicians
FFS patients. These patients, because they have aregular physician, will tend to have higher-than-
average utilization. Figurelll.2 also indicates that group model plans experienced somewhat more
‘favorable selection than did IPAs, but less favorable selection than did staff model plans. This, too,
is consstent with expectations, since some but not ail group model HMOs have physicians who aso

see non-HMO patients and will attract some of these individuas to the HMO. However, regression
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FIGURE 1ll.2

DISTRIBUTION OF PLANS BY THE RATIO OF ENROLLEE
—_ TO NONENROLLEE PRIOR REIMBURSEMENTS, BY MODEL TYPE
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models showed that group practice plans and IPAs experienced about the same degree of favorable
selection, once other differences between the two types of plans are taken into account. Enrollee-
nonenrollee differences in adjusted mortality rates are also similar for IPA and group model plans

and indicate that selection is less favorable for these model types than for staff model plans (not
shown here).
2. A Cross-Section of Enrolleesin 1990 Were Healthier Than Nonenrollees and Were Less Prone

to Seek Care

To address the several problems with using prior reimbursements to measure biased selection,
we compared enrollees and nonenrollees dong a detailed set of survey varidbles. The survey sample,
as described earlier, is representative of the stock of enrolled beneficiaries as of April 1990; only 11
percent of the sample had been enrolled for less than one year a the time of interview, and over half
had been enrolled for over three years. Hence, most of any regression toward the mean that is likely
to take place will have already occurred for our sasmple. Furthermore, we compared enrollees and
nonenrollees along such measures as self-ratings of health, their ability to perform various daily
activities, and their attitudes toward health care that are likely to affect health care needs, but may
not have been reflected in pre-enrollment reimbursements. Whereas pre-enrollment reimbursements
may have been low for some enrollees because their access to care was limited rather than because
they were in better hedth, the survey variables measure health status directly and thus are not subject
to this type of distortion.

a. Medicare Risk Plans Are Experiencing Favorable Selection, as Measured by Health Status,

Functional Ability, and Attitudes Toward Health Care

Enrollees were significantly healthier than nonenrollees according to severa measures of
functioning and self-reported health, but the proportions who exhibited various chronic symptoms
were virtudly identica for the two groups. The proportions of enrollees and nonenrollees with joint

pain, chest pain, urinary tract problems, or difficulty with reading, speaking, or hearing were smilar.
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However, for measures of functioning and health status, fairly sizeable differences exist, only about
haf of which are attributable to differences in age and other AAPCC factors. After the beneficiary’s
AAPCC risk factors. are controlled for, enrollees were 28 percent less likely to report poor health,
had 16 percent fewer impairments in instrumental activities of daily living (IADL) and 22 percent
fewer in activities of daily living (ADL), and were 16 percent less likely to report a history of cancer,
heart disease, or stroke (see Table 111.1). The magnitudes of these differences are smilar for recent
and earlier enrollees (not shown), suggesting that regression toward the mean of nonenrollee hedth
status does not explain the findings of favorabl(_a_ selection.

Significant differences in the attitudes of enrollees and nonenrollees toward hedth care were aso
found. Enrollees were less likely than nonenrollees to say that they were more worried about their
health than most people their age, and were more likely to say that they avoid going to the doctor
whenever possible.

b. Both Better Health and a Higher Incidence of Pre-Enrollment Financial Barriers Among
Enrollees Contribute to the Enrollee-Nonenrollee Difference in Pre-Enrollment
Reimbur sements

We also found evidence to support the concern that using prior reimbursements to measure
biased selection may overstate the degree of favorable selection due to differences in financia
barriers to care. Enrollees would face considerably grester barriers to care than would nonenrollees
if they returned to FFS care, because they have lower average incomes (17 percent lower) and are
less likely to have Medicaid coverage (2.3 percent of enrollees versus 9.8 percent of nonenrollees).
These differences in financial barriers account for about 25 percent of the difference in 1985
reimbursements between enrollees in our survey sample who were not in an HMO in 1985 and
nonenrollees in the survey sample. Similarly, controlling for enrollee-nonenrollee differencesin
health status reduced the differences in reimbursement by 25 percent. Both estimates are crude,

because they relate reimbursements in 1985 to beneficiary characteristics in 1990. Nonetheless, they
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TABLE I11.1

DIFFERENCESIN THE HEALTH STATUS OF ENROLLEES AND NONENROLLEES

E n r 0 | I e e cgression- -
Enrollee Nonenrollee Nonenrollee Adjusted
Health Indicator Mean Mean Difference® Difference?

Self-Reported Health Status

Poor 5.4 9.0 -3.6 254 %

Excellent 273 23.3 4.0 27 %

Medical Conditions

Joint Pain 383 405 -2.2 -1.0
Chest Pain 9.6 11.0 -1.6 -0.8
Urinary Problem 16.3 16.9 -0.6 0.0
History of Cancer, Heart Disease, or Stroke 21.5 321 -4.6 -5.0**
Any Bed Days in Past 2 Weeks 6.9 10.3 -34 L7

Functional Impairments

IADLs, Unable to:
Take medication aone 41 8.3 -4.2 -18.4 %
Cook for self 5.7 10.9 -5.2 23 %
Pay bills by sdf 74 12.8 -5.4 2.2
Travel done 10.9 16.9 -6.0 -2.6**
Shop done 12.0 18.6 -6.6 -2.8*
Heavy housework 235 335 -10.0 6.0, *
ADLs, Unable to:
Feed seif 0.7 17 -1.0 -04+
Get in and out of bed alone 18 44 -2.6 -0.9**
Groom sdif 17 45 -2.8 -1.3**
Dress/undress self 25 57 -3.2 -1.4 %
Bahe sdf 4.9 9.7 -4.8 -25**
Number of IADL Impairments (0 to 6) 67 112 -45 -18 **
Number of ADL Impairments (O to 5) 13 32 -19 -07 o *
At Least One IADL Impairment 29.4 40.4 -108 -5.6**
At Least One ADL Impairment 6.3 12.5 6.2 284 *

Other Functional Impairments

Difficulty Reading 16.9 20.3 -34 -13
Difficulty Hearing 24.8 25.2 -04 A 03
Difficulty Speaking 38 4.6 -0.8 0.2
Sample Sizes 6.091 6.029 12.120 12.120

®Enrollee-nonenrollee differences were based on regresson models which controlled for AAPCC risk classfication and eurcliment status.

®Hypotnesesiests Were not performed on the difference between the raw means of enrollees and nonenrollees, since our focus was on the
regression-adjusted difference reported in column 4.

* Significant at the .05 level, two-tailed test.
« * Significant a the .01 level, two-tailed test.
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indicate that both health status and financial barriers contribute to the enrollee-nonenrollee

difference in total reimbursements prior to enrollment.

3. EICFA Pays 5.7 Percent More for Enrollees Than it Would Have Spent on Them Under FFS
are

Due to the favorable selection experienced by Medicare risk plans, it appears that HCFA is
spending 5.7 percent more than they would have under FFS care for the beneficiaries enrolled in the
program, rather than saving the anticipated 5 percent.

a.. Cost Increases Are Due to Differences in Health Status and Attitudes Toward Health Care,

But Are Not Due to Difference in Access to Care

Asindicated in section C.2, several characteristics associated with high service use were less
prevalent among enrollees than nonenrollees. Enrolleesin Medicare risk plans were less likely to
report poor hedth, to report functiona impairments, and to have a history of serious illness (cancer,
heart disease, or stroke), and were aso less likely to die in the g-month period after the survey
interview. Compared with nonenrollees, enrollees also had a lower propensity to use services, as
measured by the higher proportion of enrollees who said that they avoid seeing a physician when a
hedth problem arises, and the lower proportion of enrollees who worry more about their hedth than
do their peers. Thus, by all measures of health and attitudes toward health care, enrollees were
expected to use less services than nonenrollees.

These differences led to the projected overpayment to HMO:s for providing Medicare-covered
services. Our regression analysis shows that these measures of health status and propensity to seek
care have statistically significant and sizeable effects on the Medicare reimbursements of nonenrollees.
Whereas the AAPCC mode explains only about 2 percent of the variance in annua -reimbursements
for nonenrollees (consistent with the findings of other studies), the model that predicts
reimbursements with the full set of survey characteristics explains over 7 percent of the variance. The

estimated models and the personal characteristics of enrollees were used to predict the amount that
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Medicare paid in capitation payments and the FFS costs that would have been incurred for enrollees
had they not enrolled. We found that the average actual FFS costs for nonenrollees ($2,812) are
about 20 percent higher than the average projected Medicare FFS costs for enrollees ($2,344) (see
Figure 111.3). After adjusting nonenrollee costs to eliminate any cost differences that could be
accounted for by enrollee-nonenrollee differences in factors controlled for by the AAPCC, we found
that the difference is cut nearly in half, but even adjusted nonenrollee costs ($2,608) are 11 percent
higher than predicted costs for enrollees (again see Figure 111.3). Thus, the actuaria risk factors used
to determine capitation payments fail to account fully for enrollees better hedth status and different
attitudes toward hedth care, and, consequently, AAPCC rates exceed what the FFS costs to Medicare
would have been by an average of 11 percent. Thus, while HCFA pays HMOs 95 percent of the
AAPCC, the reimbursements for enrollees, had they stayed in FFS, would have only been about 90
percent of the AAPCC. This overprediction of costs by the AAPCC methodology translates into a
5.7 percent increase in costs to HCFA (.95/.899 = 1.057). The estimated increase is significantly
different from zero at the .01 significance level, and a 95 percent confidence interval constructed
about the estimated increase suggests that, taking sample variation into account, the true increase in
cost is expected to be between 2.4 and 9.1 percent.

Mogt of the increase in cost to HCFA was for Part A services. AAPCC payments exceeded costs
by about 8.5 percent for Part A services (hospital, SNF, and home health care) and by only 2.7
percent for Part B services (primarily mainly physician services, laboratory tests, and X-rays). Since
Part A services account for approximately 53 percent of the total reimbursements that would have
been paid for enrollees had they remained in the FFS sector, Part A cost increases account for over
three-fourths of the 5.7 percentage point increase in codts, and Part B cost increases-account for the

remaining 1.3 percentage points.
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Project
Projected Payment Cost Increase
Actud F'FS AAPCC to Plans Projected to HCFA
Cost for Rate for (95* costs per
Nonenrollees Enrollees AAPCC) Under FFS Enrollee
Pat A - $1,588 $1,385 $1,316 $1,213 $103 (8.5%)
Part B $1,254 $1,223 $1,162 $1,131 $ 31 (2.7%)
Total $2,812 $2,608 $2,478 $2,344 $134 (5.7%)

An examination of the sources of the cost increase showed clearly that the major contributing
factors to the cost increases were the failure of the AAPCC risk indicators to fully capture the effect
of the difference on health status measures for enrollees and nonenrollees, and the large effects that
these health status measures have on FFS reimbursements. The enrollee-nonenrollee differencesin
health status measures accounted for approximately 83 percent of the difference between the AAPCC
and projected FFS costs, differences in attitudes toward health care accounted for 14 percent, and
the remaining 3 percent was due to differences in income and demographic factors, such as education,
race, and whether the beneficiary lived aone. One varigble aone, a history of cancer, heart disease,
or stroke, accounted for 38 percent of the explainable difference between the AAPCC rate and projected FFS

costs.

b. Costs Increases Generated by the Program Are Greater for Staff Modd Plans, High-AAPCC

Areas, and Plans The Do Not Charge a Premium

AAPCC payments exceeded projected FFS costs for every subgroup examined, but by a greater
margin for some types of plans and market areas than others. As shown in Table 111.2, staff model
plans experienced the most favorable selection, increasing costs to HCFA by 7.8 percent versus cost
increases of 4.4 percent for group model plans and IPAs. The result that staff model plans
experienced the most favorable selection is consgtent with the findings from our examination of pre-
enrollment reimbursements, despite the differences in the composition of the samples and the

measures used in the studies.

58



TABLE 111.2

AVERAGE COSTS TO HCFA FOR ENROLLEES IN PLANSWITH DIFFERENT CHARACTERISTICS

Predicted
AAPCC Predicted cost Percentage
Sample Payment FFS cost (Savings) Cost (Savings)

Plan Characteristics Size (1989) (1989) to HCFA to HCFA
Overall 6,475 62,477 $2,344 $133 57%
Modd Type

IPA 2,624 52.455 $2,352 $103 44 %

Group 1,873 $2,306 $2,207 $98 44 %

Staff 1,978 52,626 $2,435 $191 78%
Tax Status

Nonprofit 3,030 $2,267 $2,169 597 45 %

For-profit 3.445 $2,631 $2,471 $160 6.5 %
Premium (1989)

0 1,947 $2,720 $2,511 $208 83%

$1- $50 3,330 $2,399 82,296 $103 45 %

> $50 1,198 $2,107 52,067 540 20 %
Enrollment Size (1/89)

< 10,000 2,353 $2,121 $2,024 $97 48 %

10,000 - 20,000 1,084 $2,209 $2,091 $118 5.6 %

> 20.000 3.038 $2,689 $2,538 $152 6.0 %
County AAPCC Rate (1989)

< $275 1,837 32,137 $2,010 $127 6.3 %

$275 - $325 3,008 $2,424 $5335 $90 38%

> §325 1,630 82,787 32,591 $196 76 %
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Cost increases are greatest for enrollees in plans that do not charge a premium and plansin
market areas whose AAPCC rates are high. Enrollees in plans that do not charge beneficiaries a
premium for providing coverage of supplemental services cost HCFA 8.3 percent more than they
would have in the FFS sector, compared with cost increases of only 2 percent for enrolleesin plans
charging over $50 per month and 4.5 percent for those charging $1 to $50. This result is not
surprising, since more favorable sdection enables plans to offer supplemental coverage for lower or
zero premiums.  Similarly, plans in market areas whose AAPCC rates were high (over $325 per
month) generated cost increases of 7.6 percent in 1989, twice the 3.8 percent loss incurred by HCFA
for enrollees in HMOs whose AAPCC rates were $275 to $325 per month. Apparently, HMOs in
areas whose AAPCC rates are high are just as able to enroll a disproportionately high number of

beneficiaries whose demand for hedlth care is low.

D. DISCUSSION

The clear message from our analyses of biased selection and net costs or savings to HCFA s that
HCFA isnot achieving its goa to save money through the Medicare risk program. In fact, program
costs per enrollee were 5.7 percent greater than the reimbursements that would have been paid for
enrollees had they received care under the traditional fee-for-service arrangement. This increase in
costs, if applied to the capitation payments for the entire program for June 1992 ($578 million),
implies that costs to HCFA for beneficiary care are approximately $31 million more per month than
they would have been without the risk program.3. And this cal culation does not include the cost to
HCFA for administering the risk program, which includes calculating the AAPCC annually, operating
the Peer Review Organization (PRO) oversight program to monitor the quality of care, recording

enrollments and disenrollments, paying the plans, and monitoring the program.

>The AAPCC payments of $578 million per month would be only $547 million if the payments
were equal to the projected FFS costs rather than exceeding them by 5.7 percent.
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HCFA is spending more money on the currently enrolled population than it would have spent
had enrollees remained in FFS care, because enrollees are healthier than nonenrollees according to
virtually every measure examined, and because they are less inclined by nature to seek health care.
The current_ set of risk factors used in the AAPCC fail to account for this favorable selection. Our
findings hold for both new enrollees and the existing stock of members, and they are not explained
by differences in access to care that enrollees may have faced before joining. The favorable selection
is less marked for some types of HMOs (for example, IPAs) and market areas (those with low
AAPCC areas) than others, and may not exist at all for particular HMOs, but is present to some
degree for any subgroup of HMOs examined.

The results suggest that some type of health status adjuster may be required. Nor surprisingly,
HCFA has had little success in getting HMO:s to participate in a demonstration that would adjust
AAPCC payment rates according to whether beneficiaries had previously been hospitalized for any
diagnosis associated with higher-than-average future costs (diagnostic cost groups, or DCGs). Under
the DCG demondtration, payment rates were higher than the usua AAPCC for such enrollees, while
payments for enrollees without such prior hospitaizations were lower than the usual AAPCC. While
some HMOs which believe that they experience adverse selection expressed an interest in a health
dtatus adjustor, the lack of interest in the DCG demonstration suggests that most HMOs redlize that
such an adjustor would lead to lower rather than to higher capitation payments.

The results also suggest that proposals to raise capitation to 100 percent of the AAPCC to
encourage greater HMO participation in the program should be evaduated carefully. With the current
payment methodology, such proposals are almost certain to generate much greater costs for the

Medicare program, at least in the short run.
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IV. DOHMOs REDUCE THE UTILIZATION OF MEDICARE-COVERED SERVICES?

The premise of the Medicare risk program is that HMOs can prosper even if they are paid less
than the FFS sector for Medicare-covered services by reducing the unnecessary and inefficient use
of hedth care resources. HMOs are believed to achieve most of their savings by reducing the
utilization of inpatient hospital services, presumably by substituting less expensive types of care--
including outpatient care, nursing homes, home health vidts, therapeutic drugs, and ambulatory care--
for a hospital stay or for a portion of the stay. However, HMOs also have an incentive to limit the
use of all services to levels that are medically appropriate and necessary for the patients hedth. Our
results suggest that HMOs do indeed reduce the rate of utilization of some of these services, not by
reducing the number of individuds who receive the service, but by limiting the amount of the service

rendered.

A. THE EXPECTED EFFECTS OF HMOs ON SERVICE USE

The ability of HMOs to provide health care more efficiently than the FFS sector is critical for
enabling the Medicare HMO risk program to reduce the costs to Medicare from what they would be
under FFS. HMOs may prosper under the program if they experience favorable selection (see
Chapter I11), but that situation actually increases costs to HCFA and is thus not viable in the long
run. To enable HCFA to save money and HMOs to earn afair rate of return simultaneously, HMOs
must reduce the amount spent on medica care for enrollees relative to what would have been spent
in the FFS sector. While price discounts negotiated by HMOs will help achieve this god, the mgjor
source of cost-savings for the HMO must be a reduction in the rates of service utilization relative to

those in the FFS sector.
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1. Why HMOs Are Expected To Provide Care More Efficiently

HMOs are expected to provide care more efficiently than the FFS sector for two reasons--the
economic incentives to do so, and their unrestricted ability to coordinate patient care. The economic
incentives are obvious; since HCFA is paying HMOs afixed amount (5 percent less, in fact, than it
would expect to pay under conventional FFS arrangements), HMOs increase their profits by one
dollar for every dollar they reduce their costs. Such incentives are uncommon in the FFS sector, and
are tied less closely to the decison-making provider. For example, a FFS physician has no incentive
to transfer a patient from a skilled nursing facility (SNF) to home health care, and it is clearly not
in the financid interest of the SNF that the physician do so. While Medicare's prospective payment
system (PPS) for hospitals gives hospitals the same incentive as HMOs to discharge patients as soon
as possible, the incentive is blunted because physicians, not hospitals, control the discharge of
patients. Fee-for-service physicians have no economic incentive to seek alternatives to a hospital
admission, to develop the most cost-effective discharge plan for patients who are admitted, or to
minimize the use of consulting physicians. Furthermore, although PPS gives FFS hospitals the
incentive to shorten stays, it aso creates an incentive to make the patients condition appear as severe
as possible, to maximize the fixed diagnosis-related group payment that is received (known as “DRG
creep”). While this practice does not lengthen hospital stays, it does increase costs in the FFS sector.
HMGOs, on the other hand, have the incentive to limit medical care to that which is medically
appropriate and necessary, and have no opportunity to increase their reimbursements from HCFA
by overstating patients illnesses.

The ability of HMOs to coordinate care in the most effective way possible is at least as important
as their economic incentives, because it enables HMOs to respond to these incentives. Greater
coordination in HMOs is due in part to how they are organized and in part to the fact that they are
not subject to certain HCFA rules and regulations about the circumstances under which given types

of care will be covered by Medicare. For example, HMOs use primary care “gatekeepers’ to control



and manage the access of beneficiaries to services, thus mitigating duplicative tests and X-rays by
different providers, the prescription of conflicting treatments (for example, by surgeons or speciadists
versus primary care physicians), and the unnecessary use of specialists. Too, the freedom from
various Medicare restrictions enables HMO:s to substitute less expensive homemakers (not covered
by Medicare) for home health aides when appropriate, and to use skilled nurses, SNFs, and home
health aides as the HMO sees fit, rather than according to HCFA requirements. (For example, a
patient can be sent to a SNF without having a preceding 3-day hospital stay.) Furthermore, less time
must be spent on completing Medicare certification forms.

HMO case management exemplifies a combination of the two factors that compel and enable
HMOs to provide care more efficiently. Many HMOs apply case management to inpatient cases--
often arranged by a nurse--to recommend the optimal length of stay in the hospital, SNF, or home
care regimen, determine the most appropriate destination upon discharge, and arrange for access to
necessary care. While individua physicians in the FFS sector are responsible for discharging patients
and referring them to other types of care as necessary, they rarely coordinate such care for the
patient or ensure access to services. FFS physicians have neither the resources nor the incentive to
perform such services, since case management is not covered by Medicare and may in fact take
income away from the physician. Conversely, HMOs benefit from providing care efficiently, and are
aufficiently large that they find it advantageous to provide this support to their physicians. The case
management and utilization review procedures of HMOs aso educate physicians about how they can
provide care more efficiently; no such incentive or opportunity exists for most FFS physicians.

These arguments for greater HM O efficiency do not necessarily imply that utilization rates for
every resource will be lower among beneficiaries in the HMOs than among those in the FFS sector.
The subgtitution of less expensive services for higher-cost ones may increase the rates of utilization

of less expensve sarvices by enrollees relative to nonenrollees. Too, the emphasis on and coverage
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of preventive care by HMOs also contrasts with the FFS sector and could increase the utilization of
physician services.
2. Previous Studies Indicate That HMOs Reduce Hospital Utilization Substantially, but Do Not

Affect Physician Vidts

Previous studies of the impact of HMOs on the use of medica care services, most of which have
focused on nonelderly HMO members, suggests that HMOs reduce hospital admissions and days
substantidly, but have little effect on physician services. Luft (1981) reviewed several studies of the
impacts of HMOs on utilization that were conducted between 1950 and 1978, and found that HMOs
reduce hospital days by 10 to 40 percent among the nonaged population. This reduction was due
primarily to areduction in the rates of hospitalization, not to lengths of stay, though some studies
from this period found that HMOs did reduce average lengths of stay. The use of outpatient services
by HMO patients varied considerably, with some HMOs--especially IPAs--exhibiting higher utilization
rates than in the FFS sector. The greater use of outpatient services is consistent with the notion that
HMOs have a financia incentive to substitute less expensive outpatient procedures for inpatient care.
However, the concentration of higher use among IPAs may reflect a higher incidence of adverse
selection (or a lower incidence of favorable selection) among this type of HMO model. Luft cautions
that many of the studies examined a limited number of variables (often only age and gender) to
account for differences in the health of patients from HMOs and the FFS sector; hence, the
estimated impacts of HMOs on service utilization may reflect favorable selection rather than atrue
HMO impact.

Later studies, which relied on more rigorous analytical designs or on data that controlled for
differential health risks, also show areduction in hospital use among HMO members. Manning et
al. (1984) reported that the HMOs participating in the Health Insurance Experiment (HIX) reduced
hospitalizations by 40 percent relativeto FFS plans.  Since individuals in that study were assigned

randomly to the HMO or FFS plans, the study is often quoted as evidence of an HMO impact that



does not suffer from selection bias. However, Welch et a. (1987) criticized the study’s random
assignment procedures, noting that 29 percent of those contacted to participate in the study refused
to do so, which Dowd et al. (1991) noted could lead to biased estimates. In their own study, Dowd
et a. used an econometric model to control for biased selection in HMOs in the Minneapolis area,
and found that the HMOs reduced hospital days by about 30 percent, but had little effect on
physician visits.

Two more recent studies (Stern et al., 1989; and Bradbury, Golec and Stearns, 1991) investigated
the impact of HMOs on hospital length of stay and found that HMOs reduce stays by 14 percent on
average. The studies are noteworthy in that they show an HMO impact on length of stay after
controlling for diagnosis, hedth risks, and the severity of illness. However, they are based on a small
number of HMOs (only onein Stern et al.) and hospitals.

Only two studies have investigated the impact of HMOs on service utilization among the
Medicare population, but both indicate that HMOs can reduce service use. Nelson and Brown (1989)
evaluated the impact on hospital use among 9 HMOs in the Medicare Competition Demonstrations
and found that hospital admission rates anong HMO enrollees in their first two years of enrollment
fell by 8 percent. The authors reported evidence of a start-up effect--that is, a higher rate of service
utilization by enrollees in their first year of enrollment. This effect is reflected in the greater
reductions in hospitaization rates in HMOs in the second year, which ranged from 14 to 28 percent.
However, as with earlier studies, the set of variables available to control for biased selection was quite
limited. McCombs, Kasper, and Riley (1990) examined the impact of two Medicare Demonstration
plans on the costs of providing services to Medicare beneficiaries in the first two years of enrollment,
and found that one plan had lower costs and the other higher costs than did FFS Medicare. Once
again, a start-up effect was evident, since costs for both plans were lower than those in the FFS

sector in the second year; again, however, the set of control variables was limited. The authors were

unable to estimate reductions in the use of specific services.
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The sizeable HMO impacts on the rates of hospitalization reported in these previous studies may
well be overstated due to favorable selection; but even if they are accurate, the impacts of HMOs
in the current Medicare risk program may be considerably smaller. As Chapter Il illustrated, rates
of hospitalization and average lengths of stay among Medicare beneficiariesin the FFS sector have
been heading downward during the 1980s (see also ProPAC, June 1991, pp. 87-88). The reasons for
the declinein lengths of stay are attributable at least in part to the introduction of PPS, which gives
hospitals an incentive to reduce lengths of stay. Furthermore, growing pressure from commercial
insurers to reduce hospital use among the nonelderly (for example, by requiring precertification for
admissons) may have contributed indirectly to the decline in use among Medicare beneficiaries, as
physicians learn to substitute other modes of care. The decline in hospitalization rates and lengths
of stay provides evidence of efficiency gains in Medicare's FFS sector, and suggest that HMOs may
not be able to achieve the same percentage reductions in hospital utilization relative to the FFS
sector that are reported in earlier studies, even if those earlier estimates were accurate.

A second reason for expecting smaler HMO impacts in this study than those cited in the
literature is that the major body of empirical evidence on the impacts of HMOs pertains to the non-
Medicare population. The impacts of HMOs on the Medicare population are not as large according
to the limited evidence available (Nelson and Brown, 1989; and McCombs, Kasper, and Riley, 1990).
Hospital admissions may be less discretionary for the elderly than for younger beneficiaries, and
recuperation a home often may not be an option for elderly enrollees, since many live done or with

an ederly spouse with their own hedth problems.

3. Questions Addressed
We examined the impacts of the risk program on the utilization of the four major health care
services covered by Medicare: hospita stays, SNF stays, home hedlth visits, and vigits to physicians.

Impacts on two aspects of service use were estimated for each of these services:
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. Whether the service was received

. The amount of the service received

We also estimated the impacts for different types of HMOs and beneficiaries, to determine whether
some types-of HMOs were especially successful at reducing use, and whether HMOs were able to
reduce service use only among certain types of beneficiaries.

In addition to testing hypotheses about whether HMOs reduce service utilization and measuring
the magnitude of these effects, we conducted a case study to determine how successful HMOs are
a achieving these gains in efficiency. For this analysis we interviewed a select group of HMOs that
appeared to be implementing effective managed-care practices and to be operating successfully as
Medicarerisk plans. The HMOs that were interviewed were asked about the types of financial

incentives and utilization management procedures they use, and those that they considered to be most

effective.

B. DATA AND RESEARCH APPROACH
The research issues were addressed in two reports-Hill et al. (1992), which examined the impacts
of HMOs on the use and cost of services, and Hurley and Bannick (1992), which explored the

information supplied by HMOs on how they controlled utilization.

1.  The Analyses Were Based on Survey Data and HMO Interviews

The estimated impacts of HMOs on service use were derived from analyses based on the survey
data described in the previous chapter and in Appendix B. For each of the nearly 13,000 sample
members, data were collected on (1) the approximate date of admission and the length of each
hospital and nursing-home stay that occurred during the 12 months before the interview, (2) the
number and type of home health visits received in the past 3 months, and (3) the number of visits
to physicians in the past month and the number of such visits “normally” made in the course of a year.

These data yielded variables for the number of admissions and the number of days of hospital and
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nursing-home use, the number of home health visits by a nurse or therapist, the number of home
vidgts by a home health aide, and the number of visits to a physician. The survey aso collected data
on characteristics that might have affected the use of services, which served as control variablesin
the statistical analyses. These variables were the same as those used in the cost regressions described
in the previous chapter--the AAPCC risk factors, health status and functioning measures (activities
of daily living, self-rating of health, and history of heart attack, stroke, or cancer), attitudes toward
hedth care (relative degree of worry about hedth, and a tendency to avoid physicians), access-to-care
measures (income), and demographic factors (living done, education, and race).

Detailed data for the case study on managed-care practices were gathered from semi-structured
telephone interviews with utilization managers for 13 judgmentally selected HMOs and from more
in-depth in-person interviews at 5 of these HMOs. The interviews collected data on the financial
incentives imposed by the HMOs on the physicians (for example, capitation and bonus pools),
hospital days per 1,000 Medicare members, utilization management practices, and whether utilization
management practices for the HM O’ s Medicare plan differed from those for its commercia plans.

HM O respondents were also asked for their opinion about which procedures were most effective.

2. Desgn of the Analyses

Estimates of the impacts of HMOs on utilization were based on a comparison of average use
among enrollees and nonenrollees, controlling for the AAPCC characteristics, site, and other
beneficiary characteristics that were likely to be associated with service use. The comparison was
conducted with regression analysis, in which service use was expressed as a function of a binary
variable indicating enrollment status and the control variables. The coefficient on the enrollment
‘variable provided the estimate of the impact of Medicare risk plans on service use. For binary
dependent variables, such as whether the beneficiary had been admitted to a hospital during the year,
probit models were used to estimate the impact of HMOs on the probability of using the service.

Other datisticdl models were examined to account for possible unobserved differences between the
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two groups of beneficiaries, and to account for the fact that the utilization of any particular services
over the time period examined was zero for alarge proportion of the sample. The estimates from
these alternative models were quite similar to those obtained from the more straightforward
regression models. In most cases, the impacts are expressed as a percentage of the predicted mean
for enrollees had they never enrolled--that is, the impact is divided by the unadjusted mean for
enrollees minus the HM O impact.

For the case study, HMOs were judgmentally selected, based on model type, geographic location,
sze, reputation for being well-managed, and length of experience in the risk program. We attempted
to select HMOs that were known to operate a successful Medicare risk plan, in order to determine
what factors contributed to their success. Once the 13 HMOs to be interviewed were selected, the
person responsible for utilization management (UM) was identified and asked to complete a
telephone Interview. These responses were used to compare the UM practices of HMOs and to
select plans for the in-person interviews. For each plan selected for a dte vist, a series of additiona
questions were prepared to probe more deeply into UM issues that pertained to the particular HMO.
The on-site interviews focused on identifying any aspects of the plan’s UM practices that appeared
to distinguish it in some way from the others. The data were then used to construct a profile of each
of the HMOs, and to draw some possible conclusions about whether the keys to having a successful

risk plan were specific to the individual HMOs or whether they also characterized other HMOs.

C. THE IMPACTS OF THE RISK PROGRAM ON THE USE OF SERVICES
Despite the fact that HCFA does not save money on the Medicare risk program, we found that
the potential for savings exists, because HMOs do reduce the utilization of some expensive services.

However, some of these findings were somewhat unexpected.
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1. Medicare Risk Plans Reduce Hospital Length of Stay, but Not Admissions

HMOs did not reduce rates of hospitalization, but did reduce the number of hospital days (and
average length of stay) by about 17 percent (see Figure IV.l). This finding that HMOs have no
impact on the hospitalization rate contrasts with the sizeable reductions found in previous studies of
the impacts of HMOs on hospita use among the non-Medicare population, and with the few studies
on the Medicare population. However, as noted earlier, these previous studies were subject to
serious weaknesses, due to the limited data on the characteristics of enrollees and nonenrollees for
use as control variables. Our estimated impact of HMOs on the hospital admission rate would be
much larger and statistically significant (2.7 percentage points, or about 15 percent of the mean) if
we used only AAPCC factors as the control variables, rather than our more comprehensive set of
characteristics.  Furthermore, general medical practice has responded to financia incentives to
eliminate discretionary hospital admissions, which is not reflected in earlier studies of HMO impacts.
Thus, the ability of HMOs to secure further reductions in admission rates may be quite iimited for
either Medicare or non-Medicare members.

The 17 percent reduction in hospital days and average length of stay is quite consistent with
recent findings in the literature for the non-Medicare population (14 percent reductions cited in
Stearn et al., 1989, and Bradbury et al., 1991) and with an independent source of data used in the
quality-of-care component of our evauation of the Medicare risk program (described in Chapter V).
The reduction in hospital length of stay is particularly impressive, given the incentives under
Medicare’ s prospective payment system (PPS) to reduce lengths of stay in the FFS sector.

2. Medicare Risk Plans Increase the Likelihood of Having Some Physician Visits, but Reduce the

Likelihood of Having Frequent Vists

Medicare risk plans increased the likelihood of having at least one vist to a physician during the

year by about 5 percentage points (from 84 to 89 percent). Enrollees were also 6 percentage points

more likely to have received a physical examination in the past year than were comparable
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FIGURE V.1
HMO IMPACTS ON THE USE OF INPATIENT SERVICES
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nonenrollees (see Figure 1V.2). However, enrollees were significantly less likely to report frequent
visits to a physician (12 or more a year). The results are consistent with the financial incentives
facing both enrollees and HM O physicians. In most Medicare risk plans, beneficiaries face little or
no copayments for primary care visits, and are typically offered preventive care as part of their
benefits package. Thus, because enrollees face little or no financial barriers to receiving care from
their primary care physicians, we would expect that they would be more likely to have some physician
visits than would nonenrollees with the same health status, attitudes toward health care, and other
characteristics” However, HMO physicians--in particular, those under capitation or profit sharing--
have afinancial incentive to reduce the number of visits per patient and to see more patients. Thus,
we observe no HMO effect on the average number of visits in the past month (about .6 visits per
beneficiary) and a smal but datisticaly significant reduction in the proportion of beneficiaries with
frequent visits (one or more per month on average).
3. Medicare Kisk Plans Increase the Likelihood of Receiving Care in a SNF, but Not the Number

of Days

Medicare risk plans increased the likelihood of receiving care in a skilled nursing facility (SNF)
by 0.3 percentage points (see Figure IV.3). This increase is statistically significant and large in
percentage terms, but small in absolute magnitude, since by comparison only 0.8 percent of enrollees
in the sample received care in a SNF over the past year. The\esti mate is consistent with the

expectation that HMOs may reduce the length of stay in an acute care hospital by substituting SNF

‘The increase for HMO members in the likelihood of having at least one visit to a physician
seems to conflict with the previously reported finding that HMO members are less inclined than
nonenrollees to see a physician when not feeling well. The estimated impact on physician visits,
however, controls for the difference on attitudes and other characteristics. Thus, the appropriate
interpretation is that among beneficiaries with a given set of characteritics, including attitudes, those
who belong to HMOs are more likely than nonmembers to have had a visit. (The unadjusted
difference in proportionsis very small and not statistically significant.) Furthermore, the difference
appears to be due largely to greater use of preventive care by enrollees (for example, physical
examinations), which are free or very inexpensive for HMO members, but costly (uncovered) for most
other beneficiaries.
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FIGURE IV.2
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FIGURE IV.3
PERCENT RECEIV NG SNF AND HOME HEALTH SERVICES
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care for inpatient care. However, HMOs deliver the same or fewer SNF days per beneficiary--the
estimated effect is negative, but not statisticaly significant (see Figure 1V.4). This result, as with the

results for physician visits, suggests that HMOs increase the frequency of SNF use but reduce the

intensity of use.
4. Enrollees Are Equally Likely to Recelve Home Health Care as Comparable Nonenrollees, but
Have Fewer Vists Overall
HMOs have no impact on the likelihood that HMO enrollees receive home care by a skilled
nurse, therapist, or home health aide (see Figure IV.3). However, enrollees received 50 percent
fewer home health visits from either nurses or aides than did comparable nonenrollees (see Figure
IV.4). The results suggest that Medicare risk plans are not substituting home health care visits for
acute care hospital days and have been able to restrict the number of visits. The larger reduction in
visits per recipient may be due in part to HMOs’ not matching the rapid increase in home health
visits per episode that occurred in the FFS sector during 1989. Between 1987 and 1990, the number
of home health visits per episode of care doubled in the FFS sector, due to a change in the
interpretation of Medicare rules (see Chapter I1). HMOs may not have Fully adapted to this change

by 1989.

5. HMO Impacts Vary by Health Status

HMOs increased the use of some services among the beneficiaries whose hedlth was the poorest,
but reduced their use of other services (Table IV.l). For example, the estimated impact of HMOs
on hospital admission was zero overall, but positive and significant for enrolleesin poor health or
with functional impairments. On the other hand, reductionsin hospital days and home health visits
were observed for al groups and were greatest for beneficiaries who were in poor health, had ADL
imparments, or died within nine months after the interview.

The increased rates of hospital admissions and physician visits suggest that enrollees in poor

health may have greater access to care than comparable nonenrollees, but the interpretation of the
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FIGURE V.4
SNF DAYS AND HOME HEALTH VISITS PER 1,000 BENEFICIARIES
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TABLE V.1

HMO IMPACTS ON SERVICE USE, BY HEALTH STATUS AND MEDICAL CONDITIONS

HMO impacts, by Type of Service Use

Home VIsts by

Hospita Days/ Physician Estimated SNF aNurse or Home Vidts by
Percent of Hospitalizations/ 1,000, Visits, Past Days/l 000, Therapist/1,.000, Aide/1,000, Past
Beneficiary Subgroup Bendficiaries 1,000, Past Year Past Year Four Weeks Past Y ear Past Three Months Three Months
All Beneficiaries 100.0 6 -309 * .026 -150 -200 ** -276 ***
Self-Rating of Hedlth
Poor hedlth 5.7 131 ** -818 297 o * -2,305 %+ -1,269 #*» 2335 **
Other than poor health 94.3 -3 271 -.006 5 -134 -131
IADL Impairments
One or mote IADL impairments 29.3 1 -343 ** .027 -29 -203 #as 4124 **
No IADL impairments 70.7 -15 -164 021 214 46 128
ADL. Impairments
One or mote ADL impairments 6.3 58 ** 7106 *¥ -117 »* 2,341 6 ** -1,306 ¢ ** -1,238 ¢ **
No ADL impairments 927 5 -223 .055 150 -31 -121
Serious Illness
History of cancer, heart disease,
or stroke 274 -6 808 *** .096 -380 -296 * 934 4 &
No history of cancer, heart
disease, or stroke 72.6 12 -95 -.004 -54 -172* 2
Mortality
Died within nine months after
interview 4.6 17 2,237 o ¥ .560 *** 15 2,341 #»+ -2,495 #++
Did not die 95.4 6 -223 003 -157 12 185 *
Mean of the Dependent Variable 243 1,994 641 653 408 475
N (6,457/6,071) (6,457/6,071) (6,427/6,013) (6,350/5,727) (6,407/5,844) (6.408/5,848)




greater reduction in hospital days and home health days among this group is more ambiguous. One
interpretation is that HMOs are able to reduce use among those whose care needs are greatest
without sacrificing the quality of care. Under this interpretation, HMOs are able to provide care
more efficiently to beneficiaries who are high users of resources. A more negative interpretation is
that enrollees with health problems are denied the level of care required to treat their condition
appropriately. The third interpretation is that our measures of health may not be fine-grained
enough to control for enrollee-nonenrollee differences in health status that influence use. That is,
the subgroup of enrollees who reported poor health or functional impairments may be healthier or
less impaired than the subgroup of nonenrollees who report the same problems. If so, the lower
number of hospital days for enrollees in poor health relative to nonenrollees in poor health may
reflect in part the somewhat better health among enrollees, which we cannot observe. Under this
third scenario, the estimates would overstate the impacts of HMOs, since they would be due to
favorable sdlection that is not controlled for by our mesasures of health status. Given the detailed set
of control variables, this last explanation seems less likely than the others. Chapter V addresses
whether HMOs are delivering more efficient care or restricting access to care.
6. HMO Impacts on Service Use Vary According to HMO Modd Type, AAPCC Rate, and Plan

Premium

In general, staff models are less effective at reducing utilization than are group or IPA models
(Table IV.2). In contrast to the sizeable reductions achieved by group and IPA model plans, staff
model plans were unable to reduce hospital days and home health visits. Furthermore, staff model
plans increased physician visits substantially relative to the local FFS sector. Group model HMOs
appeared to achieve somewhat greater reductions than IPA model HMOs for each of the services
examined, although the differences between these two model types are modest for each of the

services except SNF days. IPA model plans did not reduce SNF use, whereas both group and staff

model plans showed sizeable reductions.
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TABLE 1V.2

HMO IMPACTS ON SERVICE USE, BY PLAN CHARACTERISTICS

HMO Impacts by Type of Service Use

Home Health’ Home Heaith

Visits By Visits by
Nurse. or Aide/1,000,
Physician Estimated SNF Therapist/1,000, Past Three
Enrollee Subgroup, Defined Percent Percent of Hospitalizations/ Hospital Days/ Visits, Last Days/1,000, Past Three Months
by Plan Characteristics of Plans Beneficiaries 1,000, Past Year 1,000, Past Year Four Weeks Past Year Months
Al Plans 100.0 100.0 6 -309 . .026 -150 -209 ** -276 ***
Model Type
IPA 53.3 37.6 10 -328* -01 23 306 *** 219 o'
Staff 18.6 26.4 -2 -28 15 -477 -55 -78
Group 28.1 36.0 -17 -465 .’ .07 -651 « 280 « ** -292 oF
Medicare Enrollment
(January 1989)
1,000-5,000 38.6 7.8 12 -196 -.01 -187 =245 . ¢ -199 .
5,001-10,000 29.3 15.2 -8 -282 A0 ¥ -15 -283 ** -204 *
10,001-20,000 175 17.0 -20 -668 ** -05 -783 * =275 277 »
>20,000 14.7 60.0 8 -249 .09 -303 -180 -193
AAPCC Rate (1989)
< 8275 37.3 23.2 -9 -192 .02 2187 o * -469 *** -326 **
$275-8325 46.7 43.9 13 -113 .06 -77 -184 -199
>$335 19.1 329 -12 21,022 . * .06 -816 -30 -203
Monthly Premium (1989)
Zero 20.0 37.7 5 -626 ** .004 -372 -395 ** -328 *+
$1-825 134 14.9 -1t -471 04 187 -283 -228
$26-550 42.7 32.8 4 -408 « * .04 -318 222 * -208 »
>$50 24.0 14.7 9 204 .09 * -2% -170 -119
Mean of Dependent Variable 243 1,990 .641 653 408 475
Sample Size (6,457/6,071) (6,457/6,071) (6,427/6,013) (6,350/5,727) (6,407/5,844) (6,408/5,848)

(Errollee/Nonenrollee)




Not surprisingly, plans in areas whose AAPCC rates are high achieved the greatest reductions
in hospital days and SNF days. The high AAPCC rates suggest that hospital and nursing-home use
by beneficiaries in the FFS sector may be more inefficient in these areas.

Findly, HMOs that charge the highest premiums are the least successful at reducing utilization.
Plans that charge over $50 per month increased the use of hospital days and physician visits, whereas
plans in the other three premium categories reduced hospital days substantially. This pattern,
together with the finding in the previous chapter that cost increases to HCFA were much lower for
the HMOs that charged premiums of over $50, suggest that HMOs which charge low premiums are
those that experience more favorable selection and those that are most successful at reducing
utilization relative to what it would be in the FFS sector.

7. Medicare Risk Plans May Spend 10.5 Percent Less in Total for Medicare-Covered Medical

Services Than FFS Medicare Would

The reductions in service use that HMOs achieve have no effect on costs or savings to HCFA--
the net effect on HCFA costs from the risk program depends only upon whether the risk-adjusted
AAPCC rates accurately reflect the cost that Medicare would have incurred in FFS reimbursements
had the enrolled beneficiaries not joined an HMO. Any “savings’ due to HMO reductions in service
use relative to FFS use rates (or to more favorable prices for services) are realized only by the HMO
and will go to (1) help HMOs cover the 5 percent reduction in payments that HCFA imposes by
paying risk plans only 95 percent of the AAPCC; (2) cover costs that risk plans incur but FFS
providers do not (e.g., administrative expenses for utilization review, recruiting and educating
physicians, marketing cogts, etc.); (3) HMO profits; and (4) reduced or zero premiums for additional
benefits for enrollees. Thus, athough reductions in utilization of medica services do not directly lead
to savings to HCFA, the totd vaue of these reductions provides an indication of whether the HMOs
arelikely to be able to prosper if favorable selection were eliminated (or the payment method fully

captured it) and whether enrollees are likely to benefit from the risk plans’ efficiency.
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Unless the value of these “savings’ to HMOs due to reductions in resources are equal to about
15 percent of costs (5 percent to cover the fact that payments are 95 percent of FFS costs and about
10 percent on average to cover administrative costs), HMOs will find it difficult to profit on their
Medicare plan unless they have favorable selection. The finding that HMOs reduce hospital days by
17 percent and home health visits by 54 percent suggests that HMOs may be able to break even or
profit if selection were neutral or accounted for. However, HMOs do not reduce the use of physician
services at all (our point estimate suggests that visits increase dightly, but the estimate is not
sgnificant). Thus, HMOs save nothing on physician services, which account for about 28 percent of
the total coststhat Medicare would have incurred for enrollees.

To obtain a composite measure of the reductions in resource use generated by HMOs, we
multiplied estimates of the percentage impact on use by estimates of what Medicare would have paid
in 1989 for enrollees, for each of the services examined, had the enrollees remained in the FFS
sector. This approach assumes that the impact of HMOs on resource costs for each of these
aggregates (inpatient hospital, SNF, home health, and physician visits) was equal to the percentage
impact on utilization--that is, resources are valued a the implicit cost per gross unit of services in the
FFS sector. We have no data on outpatient hospital visits, so HMO effects on this service were
assumed to be zero (because outpatient services account for only 8.8 percent of projected total costs,
this omission has little effect on our overal estimate).

Summing these dollar values across services and comparing to projected Medicare
reimbursements, we estimate that HMOs spend about 10.5 percent less on medical services than
HCFA would have spent in reimbursements for FFS care, and this difference is due ailmost entirely
to the HMOs’ reduction in hospita days. Thus, while the Medicare program is estimated to lose 5.7
percent on risk contracting because payment rates are too high for the generally healthier enrollee
population, the lower spending for medical resources by Medicare risk plans would be more than
sufficient to offset the overpayment if these resource savings were shared with HCFA (as HCFA
intended by setting reimbursement at 95 percent of the AAPCC). However, this rough estimate

should be viewed with more caution than our impact estimates, because other factors not captured
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HMO IMPACTS ON MEDICAL RESOURCES CONSUMED, VALUED AT MEDICARE PRICES

Average 1989 FFS Reimbursements

Actual Predicted HMO Impact Implied Impact on Costs,
Cost Aggregates for: Nonenrollee Enrollce? on Service Use a Medicare Prices®
Inpatient Hospital Days $1.657 51,363 -16.8% -$229
(58.9%) © (58.1%) ©
Outpatient Hospital Visits $225 $206 _d _
(8.0%) (8.8%)
Visits to Physician’s Office $719 3656 4.6% +830
(25.6%) (28.0%)
SNF Days $125 $59 -24.4% -$14
(3.0%) (2.5%)
Home Hedlth Visits $85 $59 -53.6% -$35
(4.4%) (2.5%)
Total $2.811 32,344 -6245
(100%) (100%) (-10.5%)

3For each cost aggregate, enrollee Medicare FFS reimbursements were predicted from regression models estimated for nonenrollees, with

Medicare reimbursements as the dependent variable. The independent variables in the model are the same as those used to predict FFS
costsin Chapter I11.

®The implied impact is calculated as the product of predicted enrollee reimbursements and the HMO impact on service use. For example,
for hospital days the impact is calculated as-.168 x $1,363 = - $229.

“Numbers in parentheses are percentages of total actual or predicted Medicare reimbursements.

9Data on outpatient visits were not collected in the survey.

inour data may make the savings on medical resources either higher or lower than this estimate.

For example, unnecessary services eliminated by the HMOs (for example, the last day of a hospital
stay) may be less expensive than the essential ones. Alternatively, HMOs may reduce the intensity
of services provided during a hospital stay, such as the number of days in intensive care units or the
amount of physical therapy given, which could lower costs to the HMO by more than the estimated

reduction in hospital days. Smilarly, even though HMOs provide more physician visits, they may cut
back on tests and the use of specialists, which could reduce medical costs. HMOs. may aso lower

medical resource costs further by negotiating more favorable rates for particular services than are paid

by Medicare.
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D. THE UTILIZATION MANAGEMENT PRACTICES OF MEDICARE RISK PLANS

The methods that HMOs use to manage utilization effectively and achieve the types of impacts
on service use described in Section C have changed over the past four years. Interviews conducted
with Medicare risk plans in late 1988 for this evaluation indicated that HMOs relied heavily on
primary carc gatekeeping, preadmission screening for hospital stays, and financia incentives to controi
utilization (Nelson et al., 1990). An examination of data on hospital use rates and profitability
indicated that the capitation of physicians and the cohesiveness of the physicians affiliated with the
plan were the two most important factors associated with effective utilization control in 1988. Other
studies (Hillman, Pauly, and Kerstein, 1989) aso stress the importance of financia incentives.
However, our more recent case study of 13 Medicare risk plans (Hurley and Bannick, 1992) suggests
that the process by which successful plans attempt to manage utilization goes far beyond relying on
financia incentives.
1. HMOs Exhibit a Few Key Similarities and Differences in Their Approaches to Utilization

Management

While utilization management programs vary among plans, reflecting variation in the

philosophies, organizational structures, and incentive systems of the HMOs, their general approaches
to managing care exhibit important similarities:

* Plans believe that the key to effective utilization management lies in building cooperative
relationships between the plan and the physicians and in emphasizing educationa rather
than control strategies.

* Plans focus the bulk of their UM resources on managing inpatient hospital use given
both its high cost and the fact that the plans are unable to negotiate financia risk-sharing
with hospitds.

» Plans are investing heavily in designing more comprehensive and detailed- utilization
information systems.

» Plans are expanding their use of planwide performance targets, such as days per 1,000

members, to promote a goal-oriented and continuously upgraded environment for
providers.
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Despite these similarities, significant differences exist among plans (especially across the different
types of HMO moddls) adong several dimensions.
* The amount of risk sharing that is considered necessary to motivate physicians to be
effective resource managers
* The commitment of HMOs to monitoring the performance of individual physicians

* Theinterest of HMOs in adopting practice protocols and guidelines and using them to
prescribe provider behavior

* The degree to which UM is decentralized and UM functions are delegated to constituent
groups and networks
Plan UM managers indicate that a clear link exists between the degree of financial risk borne
by providers and the degree of control exercised by the HMO over their behavior. When a
significant portion of the risk can be shared with providers, providers have greater autonomy and
discretion over resource use. When plans bear most or al of the risk, UM managers develop
technigues to promote the coordination of care and the provision of servicesin the least expensive

but appropriate site.

2. Current Utilization Management Techniques Are More Proactive and Collaborative

Plans share a common commitment to promoting care management by primary care physicians,
but the mgjority of those interviewed do so without invoking “strict gatekeeping"--that is, having each
member associated with a specific physician who must provide or authorize al of that member’s care.
Primary care physicians are strongly encouraged to be involved actively with patients throughout
service ddivery and to play the role of care coordinator. Plans promote close collaboration between
UM personnel and primary care physicians to help physicians manage care more efficiently. Building
thisrelationship permits UM staff to educate physicians and to engage them in the co-management
of member services. This approach is considered to be especially effective for managing care for
Medicare members who have multiple medica and socid needs.

Inpatient utilization management in HMOs has become quite sophisticated, with plans

committing themsdlves to managing “both ends of the hospital stay” aggressively. Plans are moving
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away from relying primarily or solely on traditional reactive pre-admission certification, concurrent
review, and retrospective review toward emphasizing the proactive comprehensve case management
of hospitalized members. Discharge planning is also being incorporated into this case management
function, as plans find that hospitals typicaly lack the incentives to develop posthospitalization
planning expeditioudly.

Plans that contain alarge number of Medicare members are working to extend the continuum
of care beyond the hospital stay. They are developing stronger ties with a limited number of nursing
homes, home hedth providers, and socia service providers and assigning specialized staff to monitor
and manage this care. HMOs are also promoting greater awareness among physicians of the
complexities of service needs for elderly members and encouraging them to be more cognizant of

dealing with the “whole person.”

3. Case Management of Hospital Stays Has Become the Central Utilization Management Activity

The primary mechanism used by most HMOs to manage their risk is assigning case managers to
each inpatient. Case managers are typicdly involved with members a admission to the hospitd and
work closely with physicians to initiate discharge planning immediately. They help arrange referras
and posthospital service needs, and maintain relationships with both members and their physicians
after discharge. Plans assign case managers to specific hospitals and to specific physicians and
physician groups in order to build the close relaionships necessary for a successful case management
system. In plans that put physicians at financial risk, the physicians look to case managers to help
them be financially successful. In plans that do not put physicians at financial risk, both providers
and administrators feel that the major benefit of case managersis their contribution to ensuring as
“seamless’ a ddivery system as possible--that is, ensuring that beneficiaries can make the transition
from one locus of care (for example, a hospital) to another (for example, a nursing home) with

minima disruption, waiting, or inconvenience.
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4. HMOs Continue To Refine and Extend Their Utilization Management Activities for Medicare
Members

Plans are devel oping specialized, targeted service programs for Medicare members, including
early risk identification, self-care and health promotion, and geriatric assessment clinics. They also
hope to use data from enhanced information systems to target efforts at providers who are not yet
engaged fully in efficient care management. Plans also anticipate contracting with fewer nursing
homes and other types of providers, to alow staff to build closer relationships and develop innovative
care practices. Severd of the plans are examining the feasibility of risk-sharing payment methods and
selective contracting to align the incentives of specidists with those of primary care physicians in the
plan. Building long-term partnerships with providersis considered to be essential to the success of

the plans.

E. DISCUSSION

Medicare risk plans reduce the utilization of the. most expensive Medicare-covered services, days
of hospital care, and the use of home hedlth care to levels substantially below those that would have
been observed had these enrollees remained in the FFS sector. The plans obtain these reductions
without increasing the average number of visitsto physicians. The rea value of the reductions in
service use--based on the prices paid by Medicare--is equal to about 11 percent of the
reimbursements that would have been paid for services to enrollees under FFS care. Further savings
to the HMO are possible through negotiated price discounts. Thus, the potential exists for HMOs
to prosper under the Medicare risk program while saving money for HCFA.

Surprisingly, the observed reductions do not arise in the way that HMOs are conventionally
considered to control use--that is, they do not reduce the proportion of members who receive a
particular service, but rather reduce the quantity of services rendered. This finding is especially
striking for hospital care, given the previous findings in the literature, the utilization management

procedures (gatekeeping and preadmission screening) that HMOs use specifically to prevent



unnecessary hospitalizations, and the incentives in the FFS sector under the prospective payment
system that encourage al hospitals to shorten Medicare-covered hospita stays. The downward trend
in average lengths of stay for Medicare has led several HMOs and analysts to conclude that thereis
now little opportunity for HMOs to save money by shortening hospital stays. Our results suggest that
this is not the case.

Although different from the previous literature, our results are plausible and are supported by
other findings in our evauation and in other studies. The difference in unadjusted hospital admission
rates for the two sectors is sizeable, but can be explained entirely by the better health status and
lower care-seeking propensities of enrollees. Data on these factors were not available to earlier
studies, including those of earlier Medicare risk plans that participated on a demonstration basis. The
nature of our sample, which is not restricted to new enrollees, and the steady decline in admission
rates for the FFS sector may also account for the different results obtained. The estimated reduction
in average length of stay, 17 percent, isvery similar to recent studies that compared lengths of stay
in FFS and HMO settings for particular diagnoses, and to our own findings for hospital stays for both
colon cancer surgery and strokes. Furthermore, the case study of managed-care practices indicated
that HMOs now find it more effective to focus on case management of hospital stays, rather than
concentrating on controlling admissions to the hospital.

The manner in which impact estimates vary according to the characteristics of plans aso tends
to be consistent with the literature. For example, the result that staff model plans have the smallest
effect on hospital utilization is consistent with recent work by Hillman, Pauly, and Kerstein (1989)
which showed that HMOs that put physicians at financial risk control hospital use more effectively
than HMOs that expose physicians to little or no risk. The sightly greater effectiveness of group
modes relaive to IPAs supports a similar finding from our earlier, less rigorous case study (Nelson
et al., 1990)--that capitation combined with an organizational structure which facilitated interaction

among physicians was likely to be the most successful at controlling service use.
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The finding that HMOs have the greatest reductions in hospital use in areas where AAPCC rates
are highest is especially encouraging from the perspective of the risk program. The linking of
payment rates to local reimbursement patterns means that risk contracting is most attractive and
lucrative to HMOs in areas where the FFS sector is least efficient. The greater reductions in hospital
use in these-areas, and the absence of an increase in physician services despite the more extensive
coverage offered, indicate the potential for real savings through more efficient care.

One issue raised by the findings is whether the reductions in services used are due to more
efficient care or to the denial of necessary services. The absence of an effect on the proportion of
enrollees who receive hospital and home hedlth care and the increase in the proportion who receive
care from SNFs and physicians suggests that HMOs do not limit at least initial access to care and may
in fact enhance it. However, that may be misleading, because HMOs may be providing SNF and
home hedth care to patients who under FFS care would remain in the hospital longer and not need
such care, but at the same time may not be providing such postacute care to other patients who
would receive it in the FFS sector. Furthermore, the statistically significant reductions in the amount
of hospital, home health, and physician services provided may create poorer health outcomes for
enrollees. The finding that the probability of use is greater for those in the poorest health but also
that the reductions in levels of use are greatest among this group also contributes to the ambiguity
surrounding the interpretation of these reductions in use. Evidence on thisissue is assessed in the
next chapter.

Finaly, one must recognize that the apparent financial benefits to HMOs from reducing service
use (estimated to be at least 11 percent) will be offset to some degree by the resources required to
achieve these efficiencies. As the case study illustrates, HMOs invest substantial resources in
monitoring the performance of their providers, providing case management services, fostering a pirit
of cooperation with’ providers, and educating them. These costs are not unique to Medicare

members. However, because they do increase with enrollment, they are a component of the costs
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of sarving Medicare members. Furthermore, respondents in the case study indicated that the cost
of managing the care of Medicare members is 2 to 4 times as great per member month as the
corresponding costs per nonelderly member, because their service needs are greater and their hedth
problems more complex. In addition to these UM costs, other costs are associated strictly with
HCFA-mandated requirements for Medicare risk contracting, including peer review organization
(PRO) reviews of the quality of care, enrollment and disenrollment procedures, reporting
requirements, and marketing to Medicare beneficiaries. These costs are not incurred by FFS sector
providers, but must be covered by the cost savings that HMOs are able to generate by providing care

more efficiently than the FFS sector.
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V. HOW DOES THE QUALITY OF CARE PROVIDED BY HMOs COMPARE
WITH QUALITY IN THE FEE-FOR-SERVICE SECTOR?

In responding to the financial incentives to provide care more efficiently, HMOs may overly
restrict the provision of services, creating poorer quality care. Efforts to economize could aso lead
to poorer careif the physicians, other service providers, or facilities used by HMOs are inferior to
those in the fee-for-service sector. On the other hand, the features that distinguish HMOs from fee-
for-service (FFS)--coordinated care, the emphasis on preventive care, more extensive benefits, and
lower out-of-pocket costs to members--could lead to higher-quality care for enrollees. Our results
indicate that, for the most part, Medicare HMOs appear to deliver care that is neither better nor
worse than that rendered in FFS, either for hospital or ambulatory care. However, a few of the
reductions in services under HMOs may affect quality. Although enrollees are much more satisfied
than nonenrollees with their out-of-pocket costs, they are less satisfied with some aspects of the care
provided, including its perceived quality. However, this difference pertains only to the degree of

satisfaction--over 90 percent of enrollees rank their care as good or excellent along every dimension.

A. THE POTENTIAL EFFECTS OF HMOs ON THE QUALITY OF CARE

Financial incentives could induce HMO:s to provide care that is less adequate than FFS care, but
previous studies of HMOs provide very little evidence that they do so, and several suggest that HMOs
deliver better care. This evauation estimated the impacts of HMOs on the quality of inpatient care,

access to ambulatory care, and beneficiaries satisfaction with care.

1. HMOs May Provide Better or Worse Care Than the Fee-for-Service Sector
The financid incentive to provide health care as efficiently as possble may affect the qudity of
both inpatient and ambulatory care. For inpatient care, pressure to minimize the use of expensive

hospital services may lead to inappropriate delays in admission, which may exacerbate chronic illnesses

or reduce the chance for a satisfactory resolution of the patient’s problem. Alternatively, stays could
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be shortened inappropriately, inhibiting the patient’s potential for recovery and increasing the
likelihood of adverse consequences and readmissions. HMOs may also reduce the use of other
hospital resources, such as expensive tests, medications, or rehabilitative services. Financial
considerations may also induce HMOs to channel their patients to the hospitals that offer the best
daily rate, even if the quality of the nursing staff or facilities is poorer than in other hospitals. The
HMO may aso sdlect physicians and surgeons who command lower pay, but are less experienced or
less skilled than those in the FFS sector. For ambulatory care, the quality of care may suffer if
primary care physicians and specialistsin the HMO are less skilled or if they reduce the number or
content of office visits inappropriately. Primary care physicians in the HMOs may refer patients to
specidists less often, may perform fewer follow-ups or testing, or may sdect less expensive but less
effective modes of treatment.

The financial incentives of HMOs may also affect hedth care in other ways that affect
beneficiaries even if the technical quality of the care is not affected. For example, HMO patients
may be unable to obtain appointments for nonemergency care as quickly as FFS patients, they may
be less likely to see their preferred physician or specidist for a given visit, and they may have shorter
visits or less direct contact with a physician. HMOs may also place restrictions on when and where
sarvices may be received. While these differences do not necessarily lead to poorer health outcomes
for the patient, they can be important aspects of the overal quaity of care desired by the beneficiary.

Although the incentive structure could induce HMOs to make choices that lead to poorer-quality
care, severa factors suggest that HMOs may be likely to provide superior care than is delivered in
the FFS sector. First, by coordinating care for each enrollee through his/her primary care physician
(as many HMOs do), enrollees may receive amore appropriate mix of services and.complementary
treatment for their hedth problems. This case management approach has been advocated especialy
for the complex health care needs of older persons. HMOs may also take advantage of their sizeto

implement newer techniquesin geriatric care, such as geriatric assessment programs. Furthermore.
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HMO:s often provide coverage for hedth care services that are required by many elderly patients but
are not routinely covered by Medicare. These specia benefits are frequently offered by HMOs to
attract beneficiaries, and could improve the quaity of care for and the hedth outcomes of enrollees.
The added benefits fall into five categories (Nelson, Langwell, Brown, et a., 1990): preventive care
(for example, routine physical examinations and flu shots), prescription drug coverage, vision exams (and
free eyeglasses in some HMO:s), hearing exams, and dental care. The benefits that cover the testing
for and treatment of vision and hearing problems are especially noteworthy because they can
potentially mitigate declines in functioning. In addition, HMOs may be more likely than FFS settings
to introduce more careful discharge planning activities that prevent expensive and untoward events,
such as readmissions (Rubenstein and Kane, 1985; and Hurley and Bannick, 1992). These
adminigtrative efforts in HMOs may smooth the way for elderly enrollees whose multiple medical and
socid problems require more effective management.

The incentives of HMOs to provide care more efficiently may themselves lead to better outcomes
among patients by reducing the incidence of the adverse consequences of some types of hedth care,
especialy hospitd stays. That is, HMOs might prevent functional declines or desths among enrollees
by reducing the occurrence of iatrogenic events (that is, untoward outcomes from medical
interventions, such as adverse drug reactions) that may occur during hospital stays (Stedl, Gertman,

Crescenzi, and Anderson, 1981).

2. Previous Studies Suggest That HMOs and FFS Differ Little Along Quality-of-Care Indicators

Although many studies, including the current evaluation, have shown that HMOs reduce the
utilization of hedlth care sources, there is little or no evidence that the quality of care for HMO and
FFS patients differs noticeably. Many studies that compare the quality of care received by nonaged
patients of HMO and FFS providers have been conducted, but most have been limited to specific
HMOs and have not been representative. However, studies of the quality of care in the Medicare

Competition Demongtration plans showed that HMOs appeared to deliver care to Medicare members
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that was at least equivalent to the care provided by FFS providers. HMO enrollees received
treatment similar to the treatment received by FFS patients along most dimensions for routine
ambulatory care, colorectal cancer, congestive heart failure, hypertension, and diabetes mellitus.
HMO members with colorectal cancer had somewhat longer delays in the diagnosis of complications
and were less likely to receive expensive imaging scans than smilar nonenrollees; too, enrollees with
uncontrolled hypertenson were less likely to have their medication prescriptions changed in response
to changes in conditions. However, the many other measures of care did not differ significantly, and
the observed differences did not lead to poorer outcomes among enrollees. Furthermore, HMO
patients received better care than their FFS counterparts for a few of the measures examined,
including more consistent routine and preventive care (Retchin and Brown, 1990a), earlier
postdischarge follow-up visits among congestive heart failure patients (Retchin and Brown, 1991), and
more thorough testing among colorectal cancer patients (Retchin and Brown, 1990b). Similarly,
enrollee-nonenrollee differences in treatment measures for diabetes mellitus patients were mixed
(Retchin and Preston, 1991): enrollees were more likely to be administered key tests and to have
their medication changed when it was ineffective at controlling symptoms, but were less likely to
receive infl uenza shots.

Previous studies of Medicare risk HMOs have also shown little or no difference in access to
necessary medical care, satisfaction with care, and declines in functioning status among HMO
enrollees and otherwise comparable nonenrolled beneficiaries. Enrollees were equally likely to
experience declines in their ability to perform norma daly functions (Retchin et al., 1992), and were
only dightly less likely to be satisfied with the qudity of their care (Rossiter et a., 1988). Enrollees
were more satisfied with their out-of-pocket costs and paperwork burden than nonenrollees, but

somewhat less likely to be satisfied with the professond competence of their physicians.
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3. Questions Addressed on the Effects of HMOs on the Quality of Care

A comparison of the quality of care delivered by HMOs and the traditional FFS Medicare system
was based on estimates of the impacts of HMOs on (1) the quality of inpatient care delivered to
patients with colon cancer or cerebrovascular accidents (CVAs, commonly referred to as strokes), (2)
beneficiaries’ access to care for three common chronic health problems (joint pain, chest pain, and
urinary problems), and (3) beneficiaries’ satisfaction with various dimensions of the care received.
The evaluation addressed the following questions:

* Is the quality of inpatient care better or worse for HMO members than for- beneficiaries
in the FFS sector? The specific hypotheses pertained to the effects of the HMO on the
proportion of stroke and colon cancer patients who received various types of treatment
normally recommended for patients with the given symptoms, and on the amount of
services rendered.

* Do HMO:s provide better or worse access to ambulatory care than FFS providers? For
each of the three chronic health problems examined, the evaluation addressed whether
certain treatments were received, the number of visits, and the outcomes of the
treatments.

* Are HMO members as satisfied as beneficiaries in FFS with various aspects of care?
The evaluation addressed the following aspects of beneficiaries’ satisfaction with care:
the process of care, the accessibility of care, the perceived quality of care, and out-of-

pocket costs, as well as their overal satisfaction with care.

* Do the impacts of HMOs on satisfaction and access differ for different types of HMOs
or patients?

* What proportion of enrollees disenroll from the HMOs?

B. DATA AND RESEARCH APPROACH
The research questions were addressed in three project reports--one examining the quality of
inpatient care (Retchin, et al., 1992), one addressing satisfaction with and access to care (Gurnick,

Retchin, Stegall, and Brown, 1992), and one describing disenroliment patterns (Langwell et a., 1989).
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1. The Quality of Inpatient Care Was Assessed On the Bass of the Hospital Records of HMO
and FFS Patients

Estimates of the effects of HMOs on the quality of inpatient care were derived from a
comparison of the experience of random samples of HMO patients hospitalized for colon cancer
surgery and for cerebrovascular accidents (CV As, or strokes) with the experience of geographically
matched random samples of Medicare beneficiaries treated for the same conditions on an FFS basis.
For each condition, data were abstracted from hospital records for approximately 400 HMO patients
and 400 FFS patients, all of whom were admitted during 1989 and satisfied certain eligibility
requirements (age 65 or older, specific ICD-9-CM codes, at least a 24-hour stay in the hospital, and
other characteristics designed to yield a clinically homogeneous population). The HMO patients were
drawn from 19 HMOs that had been selected at random from the set of all Medicare HMOs that
contained at least 1,000 members (with a probability of selection proportional to the HMO's
enrollment). The FFS patients were selected at random from a set of randomly selected hospitals
serving the same 12 metropolitan areas as the HMOs in the sample. The FFS samples of patients
were allocated across the metropolitan areas to match the geographic distribution of the selected
patients from the 19 HMOs. Within areas, hospitals were selected so that the distribution of their
Medicare patients with stroke or colon cancer by county of resdence matched the county distribution
of al enrollees in the sdected HMOs. Thus, any differences in the treatments received by enrollees
and nonenrollees were not due to geographic variation in practice patterns or to temporal changes.
(See Appendix C for further information on the samples.)

Specially trained nurses abstracted the data from the records of 154 different hospitals. We
adapted data collection instruments from earlier studies of the quality of care for these two

conditions.! The colon cancer instrument was adapted from the study of quality of care conducted

‘The actual sample sizes were 402 enrollees and 408 nonenrollees for stroke patients, and 412
enrollees and 401 nonenrollees for colon cancer patients.
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for the Medicare Competition Demonstrations; the stroke instrument was adapted from an instrument
developed by the Rand Corporation.

Estimates of the effects of HMOs were measured for prehospitalization care, length of hospital
stay, discretionary tests and procedures received, the incidence of complications, interventions and
treatments received, and the outcomes of care. Impacts were estimated as the difference in the
proportions of HMO and FFS patients who received each of several different procedures and the
difference in the amounts and types of care rendered to each group. Various patient conditions were
identified under which specific procedures, treatments, or tests are usualy caled for under common
standards of medical practice, and the proportion of patients in the two sectors who received such
care was compared. Only those differences that differ significantly from zero at the .05 level were
assumed to be evidence of an HMO effect.

2. Satisfaction and Access Were Estimated on the Basis of Survey Data on Enrollees and

Nonenrollees

Estimates of the impacts of HMOs on beneficiaries’ satisfaction with care and on their access
to ambulatory care were derived from a comparison of enrollees and nonenrollees, based on data
obtained from the large survey of enrollees and nonenrollees described in the previous chapter (see
Appendix B for a more in-depth description of the survey). Measures of satisfaction with care were
derived from the ratings of respondents (excellent, good, fair, or poor) about various dimensions of
care, including accessibility, the process of care, and the perceived quality of care. Access to care was
measured by the type and amount of care received by each of the three groups of respondents: (1)
those who at some point during the preceding year had experienced joint pain (about 38 percent of
both groups), (2) those who had experienced repeated chest pain during activity (9 to 10 percent of
both groups), and (3) those who had experienced urinary incontinence or bladder weakness (16

percent of both groups). Questions about care included whether the beneficiary had seen a physician,



the number of vigts, whether he/she had seen a specidist, whether he/she received various diagnostic
tests that are common for these symptoms, and the current status of the patient’s condition.
Impacts were derived from regression or logit models that controlled for differences in some key
characteristics that could have affected the care received by beneficiaries in HMOs and those in FFS
settings and their satisfaction with that care. Specifically, the models controlled for the effects of
persona characteristics, health and functional status, and attitudes toward health and health care.
The estimated differences were subjected to Statistical tests that ascertained whether they were larger
than might be expected by chance. Again, only the regression-estimated differences that differed

significantly from zero were considered to be evidence of an HMO effect.

3. Disenrollment Rates Were Calculated for Each Medicare Risk Plan

Finally, a study of disenrollment rates (Langwell et al., 1989) was conducted to determine the
proportion of enrollees who left Medicare HMOs For some reason. Disenrollment rates were
caculated from HCFA’s Group Health Plans Operations file, which contains the dates of enrollment
and disenrollment for al persons who ever joined a Medicare risk plan. Separate disenrollment rates
were calculated for each HMO for the set of beneficiaries who enrolled in the plan at some point
between 1985 and 1988. Individuals who died or were members of an HMO that discontinued risk
contracting were not treated as disenrollees.

Disenrollment rates were defined and cal culated according to the length of time since the date
of enrollment. Rates indicate the proportion of enrollees who disenrolled within the first 3 months,
the first 6 months, the first year, and the first 2 years after they joined the HMO. Data were also
examined to determine the proportion of enrollees who switched to a different HMO. Disenrollment
rates were averaged over plans with specific characteristics to support assessng whether some types

of HMOs tended to lose more Medicare members than other HMOs.
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C. THE EFFECTS OF HMOs ON THE QUALITY OF INPATIENT CARE

Overadl, HMOs appeared to deliver hospital care to colon cancer and stroke patients that was
equally effective in terms of outcomes (deaths and readmissions) and consistently less resource-
intensive than the care provided by the FFS sector. HMOs tended to reduce the use of discretionary
services and cut utilizetion most for those who were the least serioudy ill. Enrollees with strokes had
higher rates of neurological deficits at discharge than nonenrollees, but it is unclear whether these
differences were due to the shorter lengths of stay or to the lower use of rehabilitative care among
enrollees. Colon cancer patients were aso discharged sooner and with more physica deficits by the
HMOs than by FFS providers, and were more often discharged to home without posthospital services.
There was aso some indication that surgica treatment at the HMO was less competent. Nonetheless,
the differences in care did not lead to higher mortality rates or readmission rates among HMO

members for either stroke or colon cancer patients.

1. Prehospital Care Among HMO and FFS Patients Was Comparable

In general, the prehospital care of HMO enrollees and nonenrollees was similar. There was no
detectable delay in hospitalizations anmong HMO members relative to nonmembers, and the
prevalence of neurologic deficits at admission for CVAs was similar among the two groups. Measures
of menta status were aso similar. Only the presence of visua deficits and confusion differed among
enrollees and nonenrollees, and both were more likely to occur among nonenrollees. Tumor staging
and histologic differentiation of tumors for patients with colon cancer were similar. Procedures for
diagnosing colon cancer were performed with equal frequency according to the inpatient record, and
no significant delays between diagnosis and hospitd admission were noted. However, a significantly
higher proportion of enrollees showed evidence of lymphatic involvement of the tumor according to

pathology reports, which could reflect delays in access to care or care-seeking by enrollees in HMOs.
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2. HMO Patients Had Much Shorter Lengths of Stay

HMOs appeared to reduce lengths of stay substantially for patients with either condition relative
to what they were likely to have been under FFS. Lengths of stay among enrollees were markedly
shorter (by 18 percent for CVA and by 23 percent for colon cancer) than those of similar patients
in FFS settings, consistent with the 17 percent shorter average length of stay in Medicare risk plans
overdl (see Chapter 1V). HMO members with both conditions aso spent less time in intensive care
units. An important distinction suggests that the observed difference may be atributable to effective
case management by the HMO:s. For stroke patients, the HMO-ITS difference in days spent in
intensive care was limited to the patients who had the most severe strokes, whereas for colon cancer
patients we found no consistent relationship between the size of the HMO-FFS difference and the
severity of the case (using five different measures of preoperative risk). Thus, for conditions for
which intensive care may be discretionary (for example, strokes), HMOs were more likely than the
FFS sector to conserve intensive resources for patients who had less severe illness, but to utilize these

resources as frequently as did the FFS sector for those patients who had the greatest need for them.

Stroke Patients Colon Cancer Pdtients
Length-of-Stay Measure Enrollees  Nonenrollees % Effect Enrollees Nonenrollees % Effect
Daysin Hospita 8.6 105 -18.3% ** 10.9 14.2 -232% **
Daysin ICU 12 18 -335% ** 12 19 -36.8% **
Low severity 0.9 15 -42.7% ** - _ Mixed
High severity 24 2.7 -11.1% _ - Mixed

** Significantly different from zero at the .05 level.

For colon cancer, for which post-operdtive intensve care is routingly provided after transfer from the
recovery room, HMOs do not appear to use differences in the severity of preoperative risk as a basis

for deciding whether to limit the use of intensve resources.
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3. HMOs Substantially Reduce Discretionary Tests and Procedures

HMOs substantialy reduced the utilization of laboratory tests and procedures, but most of these
reductions pertain to the use of tests and procedures that appeared to be discretionary. For instance,
approximately 28 percent of nonenrollees with CVAs had more than one CAT scan during their
hospital admission (compared with 16 percent of enrollees), more than one-fourth had EEGs
performed (compared with 18 percent of enrollees), and more than 40 percent had carotid doppler
studies (compared with one-third of enrollees). Moreover, HMO-FFS differences in the use of
echocardiograms varied inversely with CVA severity. Enrollees whose CVA severity was low were
significantly less likely than FFS nonenrollees to receive echocardiograms, whereas the difference
between enrollee and nonenrollee patients whose CVA severity was high was smaller and not
significant.

HMOs aso reduced rehabilitative care relative to the FFS sector, and while these reductions may
raise more concerns about the quality of HMO care than does the reduction in laboratory tests and
procedures, the implications are gill somewhat ambiguous. For example, HMO stroke patients with
motor deficits received less physical therapy than similarly impaired patients in the FFS sector, and
HMO members were discharged more often with persisting deficits. While both of these differences
could be attributable to the shorter hospital stays of HMO members, the HMO members with deficits
at discharge did not have more outpatient physical therapy planned than their FFS counterparts. A
similar pattern arose for speech therapy. Nonetheless, these differences may also be due to HMOs’
reducing care that is likely to be ineffective. For example, the greater debility of stroke patients at
discharge in HMOs may well disappear even without intervention as patients recuperate. Similarly,
for colon cancer patients, for whom rehabilitative care is less likely to be necessary, HMOs ordered
in-hospital physical therapy services and posthospital home health care less frequently than did FFS

providers.
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Receipt of Therapy During and After Hospital Stay

Enrollees Nonenrollees HMO Effect
Stroke Patients with Speech Deficits al Admission
Hospital days recelving speech therapy 1.8 1.9 0.1
Percent with postdischarge plans for speech therapy 44 % 395 % 49 %
(for those with deficits at discharge)
Stroke Patients. with Motor Deficits at Admission
Hospital days receiving physical therapy (PT) 4.1 5.2 -1.1+*
Percent with postdischarge plans for PT 55.0 % 52.9 % 21 %
(for those with deficits at discharge)
Colon Cancer Patients
Percent recelving PT in hospita 10.2 % 17.7 % -15%**
Percent of patients discharged to home for 249 % 325 % -16%. *

whom home health care was planned

« Significantly different from zero at the .10 level.
** Significantly different from zero at the .05 level.

4, HMO and FFS Patients Recelved Similar Primary Interventions and Treatments, but HMOs
Provided Lower Quality Surgery

Although the primary interventions received by enrollees and nonenrollees were quite similar,
there was one difference for colon cancer patients that raised concern about the quality of the
surgical care rendered. For stroke patients who have not had an intracerebral hemorrhage, the
principal intervention is anticoagulation therapy. Enrollees and nonenrollees were equally likely to
receive any such therapy, and equally likely to receive each of several specific anticoagulation
medications. For colon cancer, the principal therapy is a surgical procedure, usually a colectomy.
HMO and FFS patients were equally likely to receive the various types of colectomies (with one
maor exception), had smilar average lengths of colon removed, lost smilar amounts of blood during
the surgical procedures, and had a similar average number of lymph nodes removed. However, the
average distance between the tumor and the margin of resection (the portion of the colon that was
removed) was significantly shorter for HMO patients, with the average distance being approximately

equal to the minimum recommended (5.0 centimeters) by at least one surgeon specializing in these
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procedures (Parker, unpublished). HMO and FFS patients were equally likely to receive

chemotherapy following surgery.

5. Enrollees and Nonenrollees Experienced Similar Rates of Most Postadmission Complications,
but HMO Responses Were Less Often Appropriate to Some Complications

Relatively few CVA patients experienced aspiration or congestive heart failure during the
hospital admission, and the number who required mechanical ventilation at any time during the
hospitalization was small for both groups. Overall, the incidence of pulmonary or cardiac
complications from CVAs did not differ among enrollees and nonenrollees, nor did the incidence of
urine cultures or timely chest X-raysfor CVA patients with fevers.

Although HMO and FFS patients exhibited similar rates of complications and smilar responses
to complications on most measures examined, HMOs were less likely to take appropriate action in
afew gituations. For instance, enrollees and nonenrollees who were operated on for colon cancer
were equally likely to experience postoperdtive fevers, but among these patients the HMO members
were much less likely to receive chest X-rays for evaluating the etiology of the fever. (See Retchin,
et a. 1992, for citations of studies which suggest that X-rays are recommended for 80 to 100 percent
of such patients.) HMOs were also significantly less likely to take one precaution--administering
preoperative antibiotics to colon surgery patients--to reduce the likelihood that patients would
experience wound infection, a common form of complication following surgery. While such treatment
is recommended by the American Society of Hospital Pharmacists for all surgical patients meeting
our eligibility criteria, the observed HMO-FFS difference did not lead to a higher incidence of
infections, as indicated by postoperative fevers, among HMO members in our sample. These two
differences in utilization indicate potential lapses in the quality of the process of care in HMO
settings, even though they did not |ead to observable differences in outcomesin- our sample.

Enrollees were less likely than nonenrollees to experience one measure of complications,

postoperative confusion, but further analysis suggests that this observed difference was probably not
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due to HMOs using medications more judiciously. FFS patients were significantly more likely to
recelve sedative-hypnotic drugs, and overmedication by FFS providers is a potentia explanation for
the observed difference in post-operative confusion. However, the HMO-FFs difference in post-
operative confusion among patients who had been administered a sedative-hypnotic was not
sgnificantly different from the HMO-FFS difference in percent with confuson among those patients
who had not received these drugs. Thus, we are not able to attribute the lower incidence of post-

operative confusion among HMO patients to the lower use of powerful sedatives by HMOs.

Percent of Colon Cancer Patients

Postoperative Complication Enrollees Nonenrollees HMO Impact
Fever 24.4 % 214 % -3.0 %
Confusion 145 % 241 % -9.6 % **

**Sgnificantly different from zero at the .05 level

6. HMO and FFS Patients Received Nursing Care of Similar Quality

Enrollees and nonenrollees received nursing care whose quality was similar. The frequency of
recommended evauations and the aspects of care especialy relevant to nursing care, such as the use
of physica restraints and the occurrence of decubitus ulcers (that is, pressure sores), were smilar in
the two settings. Thus, it appears that the quantity and quality of the nursing staffs of the hospitals

used by HMOs are comparable to those of the hospitals serving FFS Medicare patients.

7. The Outcomes of Care in the Two Settings Did Not Differ

The limited set of outcome measures that were available for the evaluation, including mortality,
readmissions, status at discharge, and postoperative complications, did not differ for enrollees and
nonenrollees. Mortality rates were sightly lower among HMO members than among FFS patients
for both colon cancer and stroke, but neither difference is statistically significant. Similarly, the
proportion of HMO and FFS patients readmitted to the hospital within various time intervals did not

differ for either colon cancer or stroke.
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Stroke Patients Colon Cancer Pdients

Outcomes Enrollees Nonenrollees Impact Enrollees Nonenrollees Impact

Percent Readmitted (for those
alive al discharge) within:

31 days after discharge 93 % 12.4 % 3.1 % 76 % 7.9 % 0.3 %

61 days after-discharge 144 14.9 -05 11.6 12.2 -0.6

91 days after discharge 17.3 17.2 01 15.2 14.8 0.4
In-Hosvital Dealhs (%) 12.2 14.7 -2.5 34 48 -1.4

Among stroke patients, HMO and FFS patients had similar levels of impairments in daily
activities at the time of discharge, but the HMO members were more likely to have severa types of
persisting neurologic deficits (for example, speech deficits, motor deficits, and sensory deficits) at
discharge. Earlier discharges among HMO patients may have led to the differentid resolution of the
neurologic deficits at discharge, though HMO enrollees also had fewer inpatient physical therapy
sessions.  The proportion of CVA patients with new ambulation difficulties or new urinary

incontinence a discharge did not differ in the two settings.

Percent of Stroke Patients Exhibiting Symptoms at Discharge

Enrollees Nonenrollees HMO Impact

Symptoms at Admission (number with symptom)

Visud deficits (276) 237 % 228 % 09 %

Speech deficits (540) 53.7 34.7 19.0 ***

Motor deficitsin arms/legs (710) 58.6 49.5 9.1 .¢

Sensory deficits (238) 30.2 20.2 100 *

Obtundation/Stupor (181) 25.6 242 14

Confusion (218) 21.7 18.6 9.1+
Functioning at Discharge

Impaired in eating 39.7 39.3 04

Impaired in bathing 55.5 61.4 -5.9

‘Significantly different from zero at the .10 level
**Sgnificantly different from zero at the .05 level

8. HMO Patients Were Discharged to Lower-Cost Settings Than FFS Patients

Compared with FFS providers, HMOs discharged a lower proportion of both colon cancer and

stroke patients to the most resource-intensive and expensive settings, despite the shorter hospital
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stays for HMO members. For stroke patients, HMOs discharged a higher proportion to nursing
homes and a lower proportion to rehabilitation hospitals, which are substantially more expensive and

provide more extensive rehabilitative services than nursing homes (which may not offer any

Stroke Patients* Colon Cancer Patients*
Discharge Destination for Survivors Enrollees Nonenrollees Enrollees Nonenrollees
Home 425 % 46.3 % 92.5 % 83.8 %
Nursing home 42.2 30.7 6.4 13.2
Retirement home 0.6 1.2 0.5 14
Rehabilitation hospital 14.7 21.8 0.5 1.6

*Distributions of enrollees and nonenrollees are significantly different from zero at the .05 level.

rehabilitation services). For colon cancer patients, enrollees were more likely to be discharged to

home, and less likely to be transferred to nursing homes or rehabilitation hospitals.

D. ACCESSTO AMBULATORY CARE AND SATISFACTION WITH CARE

Over 90 percent of both enrollees and nonenrollees were satisfied with their providers, but
enrollees received less extensive care for specific ambulatory conditions and were somewhat less
satisfied than beneficiaries who received FFS care. On the other hand, enrollees were more satisfied
with their out-of-pocket costs. Furthermore, despite the lower service intensity in HMOs, enrollees
and nonenrollees who reported selected hedth problems within the past year were equaly likely to
be free of these problems at the time of the interview. These HMO-FFS differences in access and
satisfaction are quite similar for the oldest beneficiaries (those over 80 years old) and younger
beneficiaries, despite the greater health care needs of the very old. Impacts on satisfaction and access
appear to be quite smilar for different types of HMOs, athough IPA enrollees were somewhat more
satisfied with their care than were enrollees in group or staff model plans.
1. Enrollees and Nonenrollees Had Comparable Accessto Required Care and Comparable

Outcomes, but HMOs Delivered Fewer Services

We observed no consistent pattern of regression-adjusted differences between enrollees and

nonenrollees in the likelihood of receiving medical attention for the three chronic conditions
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examined. Among beneficiaries with joint pain, enrollees were more likely to have received
treatment, but among beneficiaries with chest pains, enrollees were less likely to have received
treatment. Although these differences were statistically significant, in both cases the differencesin
magnitude were modest, and the enrollee - nonenrollee difference in receipt of care for beneficiaries
with the thi(d problem examined--incontinence problems--was not significantly different from zero.
Furthermore, although enrollees with chest pain were less likely than nonenrollees to receive
treatment, examination of the reasons for not receiving medica attention revealed that this difference
was due to the fact that fewer enrollees sought care (enrollees were more likely to say that they did
not seek physician care because the problem was “not bad enough”). These contrasting differences
across the three different conditions, the modest magnitude of the differences, and the explanation
for the HMOs’ lower rate of treatment for chest pain patients suggest that access to medical attention
for chronic problemsis similar in HMOs and FFS.

For dl three conditions, enrollees received a less resource-intensive response to their symptoms
than did nonenrollees. For all three symptoms examined (joint pain, chest pain, and urinary
incontinence), enrollees were significantly less likely to report seeing a specidist for care (see Table
V.1), and dgnificantly less likely to report having follow-up care recommended by their physicians.
Enrollees were dso less likely to have the progress of their symptoms monitored over time for each
of the three conditions (although the difference for those with urinary problems was not Statisticaly
sgnificant). Among beneficiaries with urinary incontinence, enrollees were aso much less likely than
nonenrollees to have had X-rays. However, for medications, the differences between HMO and FFS
care were mixed--enrollees were significantly less likely than nonenrollees to have had medication
prescribed for chest pain, but more likely to have had it prescribed for joint pain.

The less resource-intensive treatment provided by HMOs appears to be due to the provision of
too many services by the FFS sector, rather than to skimping on care by HMOs. Despite the

differences in diagnostic procedures, specidist referral, monitoring, and follow-up, the outcomes of
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‘'A131.E VI

PERCENT OF ENROLLEES RECEIVING TREATMENT, AND THE IMPACTS OFF HMOs ON BENEFICIARIES
WITH CHRONIC CONDITIONS

Joint Pain Urinary Incontinence Chest Pain
Enrollees HMO Impact Enrollees HMO Impact Enrollees HMO Impact

Visited Doctor 75.3% 3.3% ** 75.2% -0.3% 88.3% -4.9% we*
Diagnostic Procedures

Had X-ray performed 69.0 -0.4 39.1 -10.0 *** 17.3 0.8

Saw specialist 35.3 -10.8 »*= 45.2 -10.0 **+* 46.0 -0.7 we*

Had condition-specific tests® — - 92.4 -0.5 91.0 0.2
Therapeutic Intervention

Prescribed medication 75.9 5.0 »% 67.0 0.0 86.2 -2.2

Prescribed condition-specific treatment® 24.4 2.1 21.7 0.4 55.9 2.1
Follow-up

Recommended Follow-Up 56.9 -6.2 % 66.4 8.4 v 79.2 .8.5 w*x

Progress Monitored 59.6 -3.8 ** 55.7 4.8 17.2 -6.3 **
Symptom Response

No longer experiencing problem 22.7 0.6 46.6 -4.6 43.7 -1.4

Svmptoms improved (for those still having problem) 29.3 -7.2 wee 35.6 6.4 39.3 -5.2
Percent of Survey Sample with Condition During Past Year 379 % -1.1% 16.0% 0.0 % 9.3% -0.8 %
Sample Size (enrollees, total) ’ 2,243 4,252 946 1,710 556 1,080

NoTe:  Impact estimateswere obtained with logit models that predicted the probability of receiving the service as a function of enrollment status, demographic variables, economic variables,
altitudinal variables, and health and functioning variables. The estimated model was then used to generate predicted probabilities for each individual as an enrollee and as a
nonenrollee. The difference in the average of these two estimates across all sample members is the HMO impact.

a"Condition-specific tests” were labotatory tests for beneficiaries with urinary problems, and EKGs for those with chest pain.
b"Condition-specific treatments” were physical therapy for beneficiaries with joint pain, exercises for those with incontinence, and surgical or nonsurgical treatment for those with chest pain.
*Significantly different from zero at the .10 level, ‘L-tailed test.

**Significantly different from zero at the .05 level, 2-tailed test.
**Significantly different from zero at the .01 level. 2-tailed test.



care for enrollees and nonenrollees were similar. For each condition, a smilar proportion in the two
groups reported that they were no longer experiencing the problem by the time of interview. The
only significant difference in outcomes was that, among those who did continue to have joint pain,
enrollees were substantially less likely than nonenrollees to report some improvement. For those
continuing to report the other two symptoms (urinary incontinence and chest pain), the proportions
of enrollees and nonenrollees reporting improvement did not differ significantly.

2. Few EnrolleesWere Dissatisfied with Their Care, but EnrolleesWere Less Satisfied Than

Nonenrollees with Care and More Satisfied with Cost

Although statigtically significant differences show that enrollees were less satisfied with their care
aong a variety of measures, the differences pertain to the degree of satisfaction, and do not indicate
dissatisfaction among enrollees. Over 90 percent of both HMO and FFS beneficiaries rated their
satisfaction with care as either excellent or good along many dimensions. However, 45 percent of
enrollees rated their overall satisfaction with HMO care as excellent, compared with 52 percent of
the nonenrollees. Along nearly every dimension examined, a sgnificantly lower proportion of HMO
members rated their care as excellent.

The one striking exception to the pattern of less satisfaction among enrollees is that they were
much more satisfied than nonenrollees with the out-of-pocket costs incurred for their hedth care and
coverage. About three-fifths of those who chose to remain in the FFS sector were somewhat
dissatisfied with the amount they paid for medical care, compared with less than half of those who
joined HMO:s.

This pattern of results-a high degree of satisfaction among both enrollees and nonenrollees, but
a lower proportion of enrollees who rated their satisfaction as excellent--was very smilar for different
aspects of care, including the process of care, structural aspects of care, and the outcomes of care

(Table V.2). After differences in characteristics were controlled for, Medicare beneficiaries who are
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TABLE V.2

PROPORTIONS RATING THEIR SATISFACTION AS EXCELLENT,
ADJUSTED FOR DIFFERENCES IN CHARACTERISTICS

Dependent  Varidble Enrollees Nonenrollees Difference
Overdl Quality of Care 45.2 52.9 Y A
Satisfaction with Personal Attention
Explanations 426 539 -11.3"
Attention to patient 42.5 56.0 -13.5"
Preventive advice 39.2 50.1 -10.9**+
Personal  interest 40.4 55.9 -15.5%**
Respect and privacy 474 50.1 S11.7%%
Satisfaction with Accessto Care
Ease of seeing MD of choice 429 61.3 -18.4%*+
Availability of emergency care 48.8 57.8 -9.0%**
Ease of making telephone appointments 39.2 56.6 <1747+
Convenience of office location 49.3 50.4 -11
Convenience of office hours 40.7 48.3 -7.6%**
Availability of speciaty care 46.4 55.6 - 9.2%4x
Avalilability of hospita care 51.0 56.2 2528
Wait from appointment to visit 317 472 -15.5%**
Wiait a office 317 37.8 - 6.1
Ease of obtaining information by telephone 345 473 -12.8***
Ease of getting prescription filled 52.6 57.5 -4.9%*
Satisfaction with Cost
Amount of out-of-pocket costs 53.4 40.3 13.1%**
Satisfaction with Quality of Care
Perceived qudity of officeffacilities 49.8 55.0 - 520
Thoroughness of exams 42.7 52.1 -9.4%%
Perceivedaccuiety ~ diagnosis 40.5 50.8 -10.3***
Thoroughness of treatment 39.9 49.7 -9.8%**
Perceived results of care 40.5 489 -B.4r*s
Recommend plan/provider to others 93.5 96.1 - 2.6%*
Sample Size? 5992 5158

NotE: Impact estimates were obtained with logit models that predicted the probability of receiving the service as a function of enrollment
status. demographicvariables, economicvariables, attitudina variables, and hedth and functioning variables. The estimated model
was then used to generate predicted probabilities for each individua as an enrollee and as a nonenrollee. The differencein the
average of these two estimates across al sample members is the HMO impact.

2Numbers refer to the maximum sample size available for analysis by enrollment status. Due to item nonresponse, fewer observations are

available for each comparison.
* Significantly different from zero at the .10 level, two-tailed test.

« * Significantly different from zero a the .05 level. two-tailed test.
« ** Sgnificant different from zero at the .01 level, two-tailed test.
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enrolled in risk contract HMOs are 11 to 15 percentage points less likely than nonenrollees to give

—~ arating of excelent to the following aspects of the process of care deivery:

. Explanations of the care received

. The-attention received as a patient

. Advice on preventing health problems

. Personal interest taken in their care, and

. Respect and privacy in regard to their care.

Statistically adjusted differences in the proportion who gave a rating of excellent to their
satisfaction with the structural aspects that enhance access to care and its delivery range from 5 to 18
percentage points. Enrollees were likely to be somewhat less satisfied than nonenrollees on average

with:

* The availability of different types of care (emergency. hospital, and specialty)

—

* The ease of obtaining care (making telephone appointments, receiving information by

phone, getting prescriptions filled, and the convenience of office hours)

* Waiting times (from appointment to visit at the office), and

* The ease of seeing the physician of their choice.

Findly, HMO enrollees were 5 to 10 percentage points less likely to be highly satisfied with the
perceived quality and outcomes of care. This dimension of care was measured by the proportions of
enrollees and nonenrollees who gave arating of excellent to:

. The quality of the office/facilities

« The thoroughness of examinations

. The accuracy of the diagnosis

. The thoroughness of treatment, and

—
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. The overall results of care received.

3.  The Impacts of HMOs on Access and Satisfaction Are Similar for Older and Younger

Beneficiaries

Differences in access to care among the oldest enrollees and nonenrollees (those age 80 or
older) are similar to the differences overall. For each condition, enrollees overall were less likely to
see specialists, have follow-up recommended, or have their response to therapy monitored. The
estimated HM O effects on having afollow-up visit recommended tended to be somewhat larger for
the oldest beneficiaries, but the effects on seeing a specialist narrowed for the oldest beneficiaries.
This mixed pattern and the modest size of the differences in the impacts for the oldest beneficiaries
suggest that HMOs do not reduce services more aggressively among this group.

The effects of HMOs on satisfaction were also similar among the older and younger enrollees.
Like younger enrollees, older enrollees were not dissatisfied with the care they received, but were
significantly less satisfied with many dimensions than were nonenrollees of comparable age. Like
their younger counterparts, older enrollees were significantly more satisfied than nonenrollees with
their out-of-pocket codts.

4, Accessto Care and Satisfaction with Care Among Enrollees Are Similar in Group, Staff, and

IPA M odel HMOs

Access to care among the HMO enrollees did not differ systematically across group, staff, and
IPA model types; differences in satisfaction with care were modest. Enrollees overall satisfaction
with care, their satisfaction with the personal attention they received, and their perceived quality of
care did not differ across mode types. However, IPA enrollees were more satisfied with some aspects
of their access to care (for example, the ease of seeing a physician of choice, the ease of making
appointments, and the length of wait times) than were enrollees in other model types, and enrollees
in group models were significantly less satisfied than others with this dimension. However. IPA

enrollees were less satisfied with their out-of-pocket costs than were staff or group mode enrollees.
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5. Disenrollment Rates Are High and Are Associated with Dissatisfaction

Their lower level of satisfaction led a significant number of enrollees to disenroll relatively soon
after joining an HMO. Overall, 7 percent of enrollees who joined arisk plan between April 1985
and July 1987 disenrolled within 3 months after enrolling. Twelve (12) percent had disenrolled by
6 months, 20 percent by one year, and 33 percent had left within 2 years after joining. Two-thirds
of those who disenrolled returned to FFS care; the others switched to another Medicare HMO.

The characterigtics of those who disenrall tend to be associated with higher-than-average hedlth
care needs. Disenrollees are older, more likely to be entitled due to disability, and more likely to be
Medicaid-eligible.

Disenrollment rates varied widely across HMOs, reflecting in part the substantial variation in
levels of satisfaction across HMOs. Twelve-month disenrollment rates ranged from 2.6 percent to
59.7 percent, with a median of 11.4 percent for the 109 plans examined; three-month rates ranged
from less than 1 percent to 29 percent, with a median of 2.9 percent. Disenrollment rates were
highest in larger plans (over 10,000 members) and for-profit plans. Disenroilment rates also tended
to be substantially higher in plansin which a bel ow-average percentage of enrollees reported being
satisfied with their care. For 17 HMOs participating in the Medicare Competition Demonstrations,
12-month disenroliment rates during the 1985 to 1987 period were four times greater on average in
the plans that contained a below-average proportion of first-year members who were satisfied with
the professional competence of their care than in the plans with a higher-than-average proportion
of satisfied members. Disenrollment rates were dso inversely related to satisfaction with office wait
times, and with convenience measures, although the latter relationships were considerably weaker.
Not surprisingly, enrollees were relatively willing to tolerate some inconvenience associated with
belonging to an HMO, but were much less willing to remain in. the HMO if they believed that they

were receiving inferior care.
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E. DISCUSSION

HMOs provide less resource-intensive inpatient and ambulatory care, but most of the reductions
in services appear to be due to a more judicious use of these services rather than to the withholding
of beneficial care. The HMO reductions in a few recommended services may indicate a poorer
quality of care for some inpatients (fewer chest X-rays for postoperative fever, less use of
preoperative antibiotics), but they do not appear to have affected outcomes--the rates of readmission
and rates of mortality among enrollees and nonenrollees are similar, and the two groups differ only
along one measure of complications (with fewer enrollees than nonenrollees having postoperative
confusion after colon cancer surgery). The shorter lengths of stay among both colon cancer and
stroke HM O patients implies that HMO patients are less fully recovered on average at the time of
discharge. However, it is unknown whether the higher incidence of speech and motor deficits at
discharge among HMO stroke patients will persist. Similarly, HMO reductions in the use of
specialists and follow-up visits for the ambulatory care of patients with joint pain, chest pain, or
urinary problems do not appear to lead to poorer outcomes--for each condition, enrollees and
nonenrollees were equally likely to report that they were no longer experiencing the symptoms.

The lower degree of satisfaction among HMO enrollees is consistent with the less resource-
intensive but adequate (and perhaps more appropriate) care provided by HMOs. Over 90 percent
of enrollees were satisfied with the care they recelved, but the proportion who rated their satisfaction
as excdlent is significantly lower than among nonenrollees aong virtudly every dimension examined
(access, persona attention, quality, convenience, etc.). On the other hand, enrollees were
consderably more satisfied with their out-of-pocket codts.

There are a few reasons for some concern about the quality of care provided in HMOs.
Specifically, despite the greater deficits among enrollees at discharge, HMOs sent stroke patientsto
less resource-intensive (and less expensive) destinations than did FFS providers, and did not plan

postdischarge therapy more frequently than FFS providers. Without longer follow-up, however, we
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are unable to discern whether the less intensive treatment provided to HMO stroke patients on
average will generate a permanent difference in deficits or longer recovery times. Furthermore, these
observed differencesin discharge patterns and post-hospital care could possibly be due to enrollee-
nonenrollee-differences in age, availability of afamily member to take care of the patient at home,
attitudes toward health care, or other factors. Another difference of some concern is that enrollees
who continue to have joint pain are less likely than smilar nonenrollees to report that their condition
had improved at least somewhat. Moreover, HMOs' lower use of at least one preventive measure,
preoperative administration of antibiotics for colon surgery patients, suggests that some HMO patients
may be at greater risk of adverse consequences than FFS patients, even if such differences were not
observed in our samples.

Despite these concerns, however, enrollees in the HMOs appear to believe that somewhat less
convenience and less intensive treatment are acceptable tradeoffs for the better benefits and
substantially lower out-of-pocket costs they incur. Over 93 percent of enrollees would recommend
their HMO to afriend. This vote of confidence from HMO members, combined with similar rates
of adverse outcomes among the HMO and FFS sectors for both inpatient and ambulatory care,
suggests that HMOs are providing care of roughly comparable quality to that delivered by the FFS

sector, while using fewer and less expensive resources.

117






VI. HOW DOES RISK CONTRACTING AFFECT THE FINANCIAL SUCCESS OF HMOs?

If the Medicare risk program is to be successful in the long run, it must not only save money for
HCFA and ensure that adequate care is provided, but also be attractive financially to HMOs. Our
results on resource use suggest that HMOs are successful at reducing utilization relative to the
Medicare FFS sector, and our findings on biased selection and cost show that HMOs are paid more
than what HCFA would have paid for enrollees under FFS coverage. However, these results do not
mean that the premium revenue received from HCFA and beneficiaries is sufficient to cover the
direct and indirect costs of HMOs to provide services to Medicare members under arisk contract.
The high rate at which plans dropped out of the program from 1987 to 1989 prompted a series of
studies of HMOs. Our results suggest that about haf of the Medicare risk plans are profitable in any
given year. Quantitative analyses and interviews with 20 plans suggest that the primary factors
affecting financial success are the AAPCC rate and the ability of HMOs to hold hospital days below
about 1,800 days per 1,000, which in turn depends on the existence of adequate financia incentives

and the aggressve management of hospital stays.

A. THE EXPECTED EFFECTS OF THE RISK PROGRAM ON HMOs

HMOs were expected to be able to earn normal rates of return on their Medicare risk plans by
eliminating unnecessary services to Medicare beneficiaries and providing care in the most cost-
effective manner possible. The efficiency gains were expected easily to offset the 5 percent lower
payments that HMOs would receive relative to the amount that FFS providers would have received
for delivering Medicare-covered services to these enrollees. The ability of HMOs to at least cover
their costs under the risk program is clearly critical to the viability of the program.

Although Medicare risk plans do reduce utilization significantly (Chapter 1V) and are actually
paid over 5 percent more (rather than the intended 5 percent less) than what HCFA would have paid

for thelr care had they not been in a risk plan (see Chapter [11)°, much ambiguity surrounds whether
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HMOs are prospering under the risk program. The number of active risk plans (those with enrollees)
fell from ahigh of 134 in January 1987 to 83 in January 1991, a decline of 38 percent. Some other
plans have repeatedly complained about the financial difficulties they have experienced with their
Medicare risk plans. Conversely, some HMOs appear to be thriving.

L. Previous Evidence on the Success or Failure of Medicare Risk Plans Suggested Mixed
Performance

The primary evidence that many Medicare risk plans have had financial difficultiesisthe high
rate of risk contract nonrenewals over three successive years. The proportion of risk contracts that
were not renewed jumped from only 6 percent in 1987 to 17 percent in 1988, and then increased
again to 26 percent and 28 percent in 1989 and 1990. The high proportion of nonrenewing plans and
the lack of new entrants created concerns that the program was not equitable to many HMOs and
would thusfail to continue expanding as had been hoped.

It was aso clear, however, that not al risk plans were having financia difficulties. GHAA (1991)
reported that half of the Medicare risk plans responding to their survey broke even or made profits
in 1989. Risk plansin Miami and Los Angeles (and a few other cities) continued not to charge a
premium for the substantial extra benefits they offered, a clear indication of profitability.

The widdy diverse financial experience of HMOs with their Medicare risk plans prompted two
early studies to investigate the types of plans that were leaving the program and their reasons for
doing so. The studies suggested that the factors that affected contract nonrenewal included several
characteristics of HMOs, low AAPCC payment rates, local competitive pressure from Medigap
insurers and other HMOs, and the relative scarcity of physicians. For instance, Tompkins and Porrell
(1988) found that the likelihood of nonrenewal was significantly higher among IPAs, among risk plans
that contained a high percentage of rura members, among those that contained a higher-than-average
proportion of disabled members, among those located in areas that contained relatively few physicians

and nursing-home beds, and among those that experienced large increases in expected costs (as
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indicated by large changes in their adjusted community rates submitted to HCFA). Moreover, based
on interviews with 15 plans that dropped out in 1988, Tompkins and Pomeranz (1988) found that the
primary reason for exiting the risk program was the poor financial performance of the plans, which
they blamed-on low AAPCC payment rates, an inability to negotiate favorable prices from providers
(consistent with the low concentration of providers in these areas), and inadequate utilization
management procedures.

The findings from these studies suggest that some of the factors associated with the financial
failure of Medicare risk plans are similar to those associated in the literature with the poor financia
performance of HMOs in general, while other factors are specific to Medicare risk contracting. For
example, consistent with the findings for Medicare risk plans, Pedle (1988) and Kenkel (1988) found
that, on average, IPAs performed worse overall than group and staff model HMOs. Similarly, the
ability of HMOs to negotiate favorable arrangements with providers and the strength of HMO
utilization management procedures affect the overall financial success of an HMO, as well as the
success of itsrisk plan. On the other hand, the adequacy of AAPCC rates obviously has much more
bearing on the performance of the Medicare risk plan of an HMO than on its overall financia
performance. For other factors, the converse is true--the rates affect the financial performance of
HMQOs in genera but are not associated with the success of Medicare risk plans in the studies to date.
For example, whereas the studies of Medicare plans cited earlier drew no inferences about the
importance of risk sharing, both Peele and Kenkel, plus a more recent study by Hillman, Pauly, and
Kerstein (1989), found that failing to share risks with providers, especialy through capitation
arrangements, was more likely to lead to financial failure. Other HMO features associated in these
studies with the weaker financial performance of HMOs in general but not previously found to
influence the performance of Medicare plans included nonprofit status, small enrollments, and

contracts with physicians whose patient load congtitutes largely HMO members.
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2.  Key Quedtions for the Analyses
The previous findings and the circumstantial evidence on the profitability of Medicare risk plans

led us to investigate the following issues:

* What proportion of HMOs break even or earn profits on their Medicare risk plans?

* What types of risk plans are most and least successful, and which types are most likely
to drop out of the risk program?

* Why do some HMOs with successful commercial products lose money on their Medicare
risk plans?

* What makes Medicare risk plans successful?

B. DATA AND RESEARCH APPROACH

To address these issues, project staff conducted separate studies of (1) the financiad performance
of Medicare risk plans, (2) the decision of HMOs to stop offering aMedicare risk plan, and (3) the
factors that distinguish successful and unsuccessful plans. The financia performance study estimated
the profits and losses of individual Medicare risk plans during the 1987 to 1989 period (Shin and
Brown, 1993). The study of discontinuing plans examined the proportion of HMOs that declined to
renew their annual risk contract at some point during the 1987 to 1991 period and identified the
HMO characterigtics associated with high rates of nonrenewa (McGee and Brown, 1992). Interviews
with 34 nonrenewing plans in 1989 and 1990 were conducted and reported on in Brown, Bergeron,
and Shin (1991). Findly, a case study of successful and unsuccessful plans based on interviews with
HMO executives culled some reasons for the especidly strong or wesk financia performance of risk

plans (Bergeron and Brown, 1992).

1. The Financial Performance of Risk Plans Was Estimated from Data and Projections Submitted
to HCFA by HMOs

Determining how HMOs perform financidly in their Medicare line of business is a challenging

task because no reliable data on HMO revenues and costs are available for the Medicare portion of
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the operations. However, financial data on the overall costs and revenues of HMOs (by payor) are
available in the National Data Reporting Requirement (NDRR) forms submitted annually by
federally qualified HMOs. Using these data and data from the Adjusted Community Rate (ACR)
reports submitted by HMOs, Shin and Brown (1993) estimated the Medicare portion of costs and
revenues and calculated the profit margin for the Medicare line of business for each plan. They then
used estimates to examine the distribution of the Medicare profit margins and the relationship
between the characteristics and profitability of HMOs.

The cost-allocation method is based on the simple relationship that the average total costs per
member month (which can be computed directly from NDRR reports) is implicitly a weighted average
of the (unobserved) average cost per member month for Medicare beneficiaries and the (unobserved)
average cost per member month for all other members. The weights are simply the proportion of
totd member months accounted for by Medicare members and non-Medicare members, respectively.
Shin and Brown estimated the average cost per Medicare member month for any plan from the
average total cost per member month (from the NDRR report), the proportion of total member
months attributable to Medicare beneficiaries (dso from the NDRR), and the plan’s estimates of the
relative cost per member month of its Medicare and non-Medicare members, as reported in the ACR
forms. This adjustment takes into account the considerably higher expenses for elderly or disabled
Medicare enrollees than for others.

Separating Medicare and non-Medicare revenues required fewer assumptions than separating
costs. The bulk of the HMOs’ revenues from their Medicare plan are AAPCC payments collected
from HCFA, which are reported separately from other revenues in the NDRR reports, and premium
revenue from Medicare beneficiaries, which can easily be extracted from total premium revenues.
The Medicare portion of premium revenues was calculated as the product of the monthly premium
reported in the Office of Prepaid Health Care (OPHC) Monthly Status Reports and the number of

Medicare member months. Revenue from copayments and miscellaneous revenue were allocated
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between the Medicare and non-Medicare lines of business in the same proportion as revenues from

premiums (which included HCFA payments).

2. The Rglationmip Between Nonrenewal and Plan Characteristics Was Examined

The McGee and Brown (1992) study of the types of risk plans that were most likely to
discontinue participating in the risk program focused on the 117 plans that contained at least 1,000
enrollees at some point and made one or more renewa decisions during the 1987-1990 period.
Nonrenewal rates were computed for 'elzach year and for the period overal, and for risk plans with
various characteristics. A statistical model was estimated to determine the relationship between the
probability of nonrenewal and such plan characteristics as organizationa features (for example, model
type and for-profit status), plan benefits and premiums, the number and type of enrollees in the plan,
payment and financial indicators, and market area characteristics (competition from other risk plans.
the supply of physicians, and hospita prices).

The data on risk plans for these analyses were obtained from HCFA'’s Office of Prepaid Health
Care Operations and Oversight. Explanatory variables for the statistical model of nonrenewal were
calculated as the average value for the years during which arenewal decision was made.

In a separate study for this evauation, Brown, Bergeron, and Shin (1991) conducted interviews
with 27 HMO:s that did not renew their risk contracts for 1989 or 1990 to identify their reasons for
leaving the program. The interviews aso focused on the recommendations of plans for changes that
could be made by HCFA to encourage more HMOs to join and remain in the program.

3. The Factors Distinguishing Successful and Unsuccessful Risk Plans Were |dentified in

Telephone Interviews with Executives From 20 HMOs

To determine why some otherwise successftul HMOs face serious financial problems with their
Medicare risk plans, Bergeron and Brown (1992) conducted focused telephone discussions with the
executives of 20 Medicare risk plans. In order to delve somewhat deeper into the reasons for success

or failure in the risk program, we limited the sample of plans to those that met certain minimum
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criteria for financia success in the Medicare business--they must have been operating for at least

three years (in order to cover start-up costs and gain experience) and must have contained at least
5,000 Medicare enrollees (to spread the risk and fixed costs adequately). OF the 95 plans with a risk
contract as of April 1990, 40 met these criteria, and more than three-fourths of these 40 plans
reported overall profitsto HCFA for arecent year. For the interviews, we selected 28 plans whose
geographic location, chain affiliation, and payment (AAPCC) rate varied. The interviews, conducted

in February and March 1991, covered the following aspects of the HMOs:

* Financid experience with their Medicare and commerciad (employer) plans

* Financia incentives for physicians

* Payment arrangements with hospitals and other providers

* Utilization controls and utilization experience

* Perceived reasons for financid problems with their Medicare plans

* Panned changes to address problems

. Sugge;tions for changes that HCFA should make to the risk program to make it more

attractive

Relatively few plans reported losing money in the Medicare business. Of the 20 plans that
responded, only 4 reported definitely losing money in the Medicare risk program during the past few
years, while 3 other plans reported a mixed record of breaking even and losing money. The
remaining 13 plans either were definitely making money or vacillated between breaking even and
making a small profit. In addition, the 2 HMOs that contracted with multiple IPAs or physician
groups or had both a staff model component and an IPA component reported separately the financia
performance of the distinct components of their plans (2 components for one plan, and 3 for the
other plan). Of the total 23 plans or components of plans, 6 lost money, 3 had a mixed record of
bresking even and losing money, and 14 were either consstently making money or vacillating between

bresking even and making money.
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The selected plans satisfied our criteria for having successful commercia operations. All but one

of the 7 HMOs that were losng money consstently or occasiondly on their Medicare plan reported

at least breaking even on their commercial plans.

C. THE EFFECTS OF TIE RISK PROGRAM ON THE FINANCIAL SUCCESS OF HMOs
The independent studies of financial performance and risk contract nonrenewa produced quite
consstent findings about the proportion of plans that were financially successful between 1987 and
1990. These studies and the case study of the reasons for the success or failure of a small number
of risk plans aso yield basicdly similar findings about the characteristics of HMOs and market aress

that are most conducive to the financial success of risk plans.

1. About Half of The Medicare Risk Plans Were Financially Successful

Both the study of financia performance and the study of renewals found that, between 1987 and
1989 or 1990, about haf of the established risk plans (those that contained at least 1,000 enrollees)
were financially successful. As shown in Table VI.1, the mean and median estimated profit rates for
the established plans during 1987 to 1989 were negative, although quite close to zero (a$-3to $-4
profit per member month, or about -1 percent of costs). Forty-eight percent of plans had positive
net revenues (profits) and 11 percent earned more than 10 percent on their costs. Plans with
negative net revenues were split equally among those listing smdl amounts, moderate amounts, or
large amounts. Performance was slightly stronger on average in 1988 and 1989 than in 1987 (not
shown), but essentialy similar.

The profit rates for HMOs on their Medicare plans were somewhat lower than those for their
overdl business, but the differences were fairly modest. Both the mean and median of the overall
profit rates reported by the HMOs were less than one dollar per member month, or about -0.4 and
0.4 percent of costs. About 57 percent of the HMOs reported overall profits, compared with 48

percent that reported a profit on their Medicare plan. However, the more striking difference was
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TABLE VI.1

PROFIT RATES FOR MEDICARE, NON-MEDICARE, AND OVERALL

1987- 1989
Medicare Non-Medicare Overdl|
Profit per Member Month
Mean -$4.49 -$0.97 -$0.51
Median -$2.87 $0.14 $0.36
Profits as a Percentage of Cost
Mean -11% -0.8% 0.4 %
Median -11% 0.2 % 0.4 %
Distribution of Plans by Profit
Rate, As a Percentage of Cost
Positive Net Revenue 47.6 % 51.0 % 56.6 %
Greater than 10% 11.2 7.7 4.2
5.1% to 10% 20.2 16.8 54
0to 5% 16.1 26.5 44.0
Negative Net Revenue 52.4 % 49.0 % 43.4 %
-5%to0 0 18.9 20.3 25.9
-10% to -5.1% 175 13.3 9.8
Less than -10% 16.1 154 7.7

Source: Shin and Brown (1993).

NoTte:  Numbers may not add exactly to totals due to rounding.
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the lower volatility in reported profits and losses for HMOs' businesses overall: only 4 percent of
HMOs earned more than 10 percent on their overall business, and only 8 percent lost more than 10
percent. The proportions of HMOs whose risk plans had such extreme profit rates were 2 to 3 times
larger. This result is not surprising, however, given the smaller number of Medicare members and
the greater difficulty of predicting their needs for service.

The fact that nearly half (44 percent) of the established plans operating between 1987 and 1990
declined to renew their risk contracts is further evidence that only about half were financially
successful (see Figure VL1). Of the 44 percent that declined to renew their contracts, 13 percent
continued to provide coverage to Medicare beneficiaries under alternative arrangements (that is,
under a cost contract or as a health care prepayment plan)’ that placed them at little or no risk, but
allowed them to make little or no profit. The other 31 percent discontinued service to Medicare
beneficiaries entirely, or provided coverage only under a medigap policy. The nonrenewal rate for
all risk plans (57 percent) was markedly higher than the rate for established plans. Of the 194 risk
contracts held by HMOs that made one or more renewa decisons, 19 percent had no enrollment in
January of the year during which they decided not to renew their contract for the forthcoming year.
Another 10 percent converted to a less risky type of Medicare contract, and 28 percent provided
coverage only under a medigap policy or discontinued service to Medicare beneficiaries.

Although a sizeable proportion of risk plans dropped their contracts each year between 1988 and
1991, the number of enrollees affected was much smdler, because nonrenewing plans tended to be

smaller than the typical risk plan. Whereas between 72 and 86 percent of plans renewed their

‘Recall that under cost contracts HMOs are reimbursed for the costs of services they render to
enrolled beneficiaries, under health care prepayment plans (HCPPs), HMOs are at risk only for
physician services.
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FIGURE VI.1

RISK CONTRACT RENEWAL DECISIONS EFFECTIVE FOR 19884991 MADE
BY PLANS WITH RISK CONTRACTS DURING SOME OR ALL OF THE,
CONTRACT RENEWAL DECISION-MAKING YEARS FROM 1987-1 990

ALL PLANS
n=194

SOURCE: McGee and Brown (1992)

3plan size based on mean of January enrollments for all contract renewal decision-making years from 1987-1990.
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contracts between 1958 and 1991, they contained between 9'1 and 96 percent of all enrollees see
Figure VI.2). Thus, relatively few beneficiaries were required to change their coverage due to the
financial failure of risk plans.

2. The Financial Success or Failure of Risk Plans Varies According to Several Plan and Market

Area Characteristics

Both the estimated profit rates and the nonrenewal rates of risk contracts varied widely according
to the characteristics of plans and of the market areas in which they operated. The observed
relationships between profitability and plan characteristics sometimes differed from the relationships
observed between nonrenewa and plan characteristics, but most findings are consistent between these
studies. The case study of 20 plans aso found many of the same features to affect financia success.

a. Profitability Varies According to Previous Medicare Experience, For-Profit Status,

Enrollment Composition, AAPCC Rates, and Hospital Use

The profitability of Medicare risk plans was found to vary according to (1) the organizational and
market area characteristics of the HMOs, (2) the benefits and premiums of the plans, (3) the
enrollment mix of HMOs, and (4) a variety of readily available indicators of revenues and costs (see
Table V1.2). The relationships between characteristics and profit rates were usudly in the expected
directions, but there were several instances in which the characteristics expected to be associated with
profitability did not match expectations.

The organizational features of HMOs most strongly linked. to profits were for-profit status and
pre-TEFRA experience with Medicare beneficiaries as a demondtration plan. As expected, for-profit
plans were much more likely to earn profits on their Medicare: plan, and their average profit rates
were markedly higher. Plans that had participated in the risk program’s precursor, the Medicare

Competition Demonstrations, were also more likely to make profits than plans that had previous

2HCFA requires terminating plans either to offer amedigap policy to their Medicare members
or to make arrangements to ensure that beneficiaries have access to such coverage.
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FIGURE VI.2
PERCENTAGE OF MEDICARE RISK PLANS THAT RENEWED THEIR CONTRACTS FOR 1988 TO 1991, AND PERCENTAGE
OF ALL MEDICARE RISK CONTRACT BENEFICIARIES ENROLLED IN THESE RENEWING PLANS, BY YEAR
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40%
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Plans Enrollees Plans Enrollees Plans Enrollees Plans Enrollees
1088 1989 1990 1991
145 Plans 132 Plans 133 Plans 96 Plans

836,706 Enrollees 981,145 Enrollees 1,039,901 Enrollees 1,091,635 Enrollees

SOURCE: NcGee and Brown (1992)
* Includes plans that merged with another risk contract plan (3 in 1988 and 4 in 1989)



TABLEVI.2

PROFITABILITY OF HMOs BY PLAN AND MARKET AREA CHARACTERISTICS

Percentage of HMOs
Making Profits (1987-1989)

On
Measure Medicare Overall
Organizational Characteristics 48% 57T %
Modd Type
Group 40 54
IPA 52 58
Staff 46 57
Tax Status
For profit 58 58
Not-for-profit 40 55
Chain Affiliation
Affiliated 43 56
Independent 50 59
Previous Medicare Experience
Demonstration 54 56
Other (Cost/HCPP) 31 59
None 54 55
Medicare Plan Features
Premium per Month
Low (<$30) 58 58
High (> $30) 35 55
Drug Benefit
Yes 63 55
No 38 59
Enrollment Measures
Risk Enrollment
1,000-5,000 48 52
5,001-20,000 50 57
>20,000 38 75
Medicare Enrollment As a Percent of Total
Under 10% 37 55
10% or more 59 59
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TABLE VI.2 (continued)

Percentage of HMOs
Making Profits (1987-1989)

On
Measure Medicare Overal
Biased Sdlection
Very favorable 58 60
Slightly favorable/neutral 41 59
Financial Performance
Renewed Contract for Subsequent Y ear
No 50 29
Yes 47 60
Ratio of Area AAPCC to U.S. Average
Less than 1.05 38 44
1.05-1.20 49 61
Over 1.20 52 60
APR-ACR
Expected Medicare Deficit 41 57
Expected Medicare Surplus 51 57
Ratio of Medicare to Non-Medicare Cost per Member Month
Low (<4) 53 63
High(>4) 43 57
Hospital Days per 1,000 Members
Low (~1,600) 49 37
Moderate (1,600-2,100) 60 63
High (>2,100) 36 57
Market Characterigtics
Number of Competing Risk Plans
None 47 60
lor2 47 49
3 or more 49 61

Source: Adapted from Shin and Brown (1993).
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experience under a cost contract or HCPP contract, but, surprisingly, were no more likely to be
making profits than plans without previous Medicare experience. Plans that started in 1987 or later
had higher profit rates than those that began in 1985 or 1986, but this result must be interpreted
cautiously, since only 12 plans joined after 1986. Two other plan characteristics examined--model
type and chain affiliation--displayed no apparent relationship with the estimated profit rate of plans.
None of the organizational features was associated with HMOs’ overall financial performance.

Risk plans that charged lower premiums and offered more benefits tended to be more likely to
earn a profit. The substantially greater likelihood that plans which charged low premiums (less than
$30 per month) and those which offered prescription drug coverage earned a profit is due largely to
the fact that such HMOs tended to be those whose AAPCC payments from HCFA were expected
to exceed their expected cost of providing Medicare-covered services (plus a norma return). These
plans are required to offset the projected surplus by reducing their premiums or by adding additional
benefits (or by returning the money to HCFA). Thus, a low premium and extensive benefits are
often simply indicators that the Medicare plan is profitable. However, the generous plan features
themselves may also contribute to the financia success of the risk plan by attracting a large number
of members, enabling plans to spread their fixed cost (and risks) over alarger base.

The relative importance of the Medicare plan to an HMO (the percentage of Medicare
members) and the hedth of Medicare members were adso strongly related to profits in the Medicare
plan, athough the absolute number of Medicare membersis not. Conversdly, overall profits are
related to the absolute number of risk enrollees, but not to the other measures. HMOs whose
Medicare members exceeded 10 percent of its total membership (implying that the Medicare plan
accounted for over 30 percent of the HMO's costs and revenues on average) had much higher
average profits and a greater likelihood of earning a profit on their risk plan than HMOs in which

Medicare played a more modest role. Plans that experienced clearly favorable selection were also
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much more likely than other plans to earn a profit, as expected, since the cost of medical services
required by these members is less than the AAPCC payment on average. However, the absence of
a relationship between profits and the number of Medicare members is surprising, since the genera
perception is that the larger plans are the most successful, The strong postive relationship between
the number of risk enrollees and overall profit rates (75 percent of those with over 20,000 Medicare
members made money overal) suggest that only financially sound HMOs enter the risk program
aggressively.

Findly, severd indicators of the costs or revenues of Medicare risk plans were highly related to
their profits. Plans whose AAPCC rates were high, those that reported fewer than 2,100 hospital
days per 1,000 Medicare members, those whose ratio of Medicare to non-Medicare hospital utilization
rates was lowest, and those whose projected ratio of Medicare to non-Medicare costs per member
month was below 4.0 were much more likely to earn profits on Medicare than plans without these
traits. That is, both higher revenues and lower costs are associated with greater profitability, a result
that is not surprising but not tautological, sSince higher revenues may be accompanied by even higher
costs. Plans whose projected ratio of average AAPCC payments (APR) to average costs for
Medicare-covered services (ACR) was below 1.0 were twice as likely as those whose projected ratio
was greater than 1.0 to incur losses exceeding 5 percent of costs (not shown), athough they were only
dightly less likely to be earning a profit.

One counterintuitive finding is the absence of a relationship between an HMO's profitability on
Medicare and whether it renewed its Medicare risk contract for the subsequent year. However,
HMO:s that did renew were twice as likely to be earning profits overall aswere those that did not
renew. This result is consistent with the views expressed by severad HMOs in interviews (Bergeron
and Brown, 1992) that they continue to operate even unprofitable Medicare plans, provided that the
HMO does not lose money overal. Furthermore, an HMO's decision to discontinue its risk contract

istypically based on the experience of several years, not simply the year prior to the decision.
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b. Contract Renewal Was Related to Many of the Same Characteristics as was Profitability

Not surprisingly, many of the characteristics of risk plans associated with financia success also
affected their likelihood of remaining in operation (see Table VI.3). For-profit plans, plans that
contained a relatively high proportion of Medicare members (15 percent or more), those that
experienced the most favorable selection, those located in areas whose AAPCC rates were high, and
those charging the lowest premiums were more likely to remain in the risk program through 1991.
Mogt of these relationships are quite strong; the probability of nonrenewa is only haf as large among
these plans than among the plans without these characteristics. Plans whose projected AAPCC
payments substantially exceeded their expected average cost (by over $20) were only about one-third
as likely to leave the risk program as those that projected sizeable shortfalls, and half as likely as
plans whose projected AAPCC payments varied modestly (in either direction) from their costs.
Again, this pattern is consistent with the financial performance estimates for plans that projected
surpluses in the ACR calculations. The importance of hospital use was also evident--nearly 80
percent of nonrenewing plans indicated that their hospital utilization rates were higher than
anticipated.?

Despite these similarities, the relationship between characteristics and nonrenewal differed
markedly in severa cases from the relationship between the same characteristics and the financial
performance estimates. For example, group and staff models were much more likely than TPAs to
remain in the program, whereas no relaionship was found between model type and estimated profit
rates. Moreover, whereas renewa was strongly related to Medicare enrollment--plans that contained
over 10,000 members were only one-fifth as likely to leave the risk program as plans that contained
1,000 to 5,000 members--financial performance was unrelated to size. (Plans with a high proportion

of rural members were dso much more likely to leave the risk program, but no such comparison was

>This information on expected hospital use was obtained from interviews with 34 plans that
declined to renew their risk contract for 1989 or 1990. See Brown, Bergeron, and Shin (1991, p. 67).
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TABLE VI.3

NONRENEWAL RATES BY PLAN AND MARKET AREA CHARACTERISTICS

Number of Percent
Plans Nonrenewing
Organizational Characteristics 117 44%
Modd Type
Group 32 28
IPA 64 56
Staff 21 33
Tax Status
For profit 42 38
Not-for-profit 75 48
Chain Affiliation
Affiliated 80 49
Independent 37 35
Prior Medicare Experience
Demonstration 33 36
Other (Cost/HCPP) 29 38
None 55 53
Medicare Plan Features
Premium per Month
Bottom quartile 29 17
25th-50th 29 66
50th-75th 30 50
Top Quartile 29 45
Drug Benefit
Yes 60 45
No 57 44
Enrollment Measures
Risk Enrollment
1,000-5,000 66 61
5,001-10,000 26 35
Over 10,000 25 12
Medicare Enrollment as a Percent of Total
5% or less 45 49
5.1-14.9% 45 51
15.0% or more 26 23
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TABLE VT.3 (continued)

Number of Percent
Plans Nonrenewing
Percent Rural Enrollment
0 ) 74 45
1-10% 24 17
Over 10% 19 79
Biased Sdection
Very favorable 29 21
Somewhat favorable 22 50
Slightly favorable/neutral 36 42
Financial Performance
Aggregate Financial Performance
Loss 47 51
Profit 51 24
Ratio of Area AAPCC to U.S. Average
Less than 1.0 31 61
1.0-1.1 25 44
1.11-1.25 30 43
Over 1.25 31 29
APR-ACR
Less than -$20 26 62
-$1 to -$20 30 43
$1 to $20 29 38
Over $20 24 21
Market Characteristics
Number of Competing Plans
None 35 63
lor2 47 40
3 or more 35 31
Primary Care Physicians per 1,000 Population
Fewest (bottom quartile) 29 48
25th-50th percentile 31 .48
S1st-75th percentile 26 54
Most (top quartile) 31 29

Source: Adapted from McGee and Brown (1992).

Note:  The nonrenewd rate is the proportion of plans that had contained 1,000 or more members
at some point during 1987 through 1990 but were no longer operating by 1991.
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drawn for financial performance.) In addition, plans with previous experience either as a
demonstration plan or as a cost or HCPP plan were more likely to renew, whereas the finding for
financial performance suggested that plans without previous experience performed as well as those
with previods demongtration experience and better than those with previous cost or HCPP experience.

Renewa was dso linked to two market area characterigticis-the number of competing Medicare
risk plans in the market area and the number of physicians per capita. Plans in market areas that
contained two or more Medicare risk plans were only half as likely to leave the program as plans
without competitors. However, no such relationship was found for financial performance. Plansin
areas that contained the most physicians per capita were only about half as likely to leave the risk
program as plans in areas that contained fewer physicians. A greater supply of physicians presumably
enables HMOs to negotiate more favorable arrangements with both primary care physicians and
speciaists.

Both the financial performance and nonrenewa studies suggest that nonrenewa is related to the
overall financia performance of the HMO. Among plans that reported a profit overall (on average
from 1987 through 1989), only 24 percent terminated their risk (contracts at some point; among plans
that lost money overall, 51 percent did not renew their contracts. This pattern is similar to the
patern shown in Table V1.2 in which nonrenewing plans were only half as likely as renewing plans
to report a profit overal. Interviews with nonrenewing plans demonstrated clearly that the persistent
financial losses on the Medicare plan were the primary reason for nonrenewa- of every 4
nonrenewing plans cited poor financial performance as their reason for leaving the risk program.
However, some plans will continue to operate a risk plan despite losses, provided their overall
operations are profitable, in order to avoid the adverse publicity that could accompany withdrawal

from the Medicare market.
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c. Successful Plans in the Case Study Were For-Profit, Were Located in Areas Whose AAPCCs
Were High, and Held Hospital Days Below 1,820 per 1,000 Members

A fina piece of evidence on the types of plans that were most successful comes from the case
study of plans that operated successful commercia plans and well-established, but not necessarily
profitable, Medicare risk plans in 1990. Although limited only to 20 judgmentaly sdlected plans, the
data on the financia performance of these plans may be somewhat more reliable because they were
reported by the plans, rather than estimated by us. Furthermore, the study provided information on
the opinions of plan executives about the factors that influenced the profitability of their plans.

Again, for-profit plans were the most successful. All 7 of the for-profit plans reported making

money, whereas half of the 13 not-for-profit plans lost money:

Number of Plans That:

Lost Money Broke Even Made Money

For-Profit Plans 0 0 7
Not-for-Profit Plans 7 1 5

The case study dso reinforced the importance of biased selection, though plans tended to believe
that they experienced much less favorable sdection than other data suggest. Six plans perceived that
they experienced adverse selection, and three believed that it was responsible in part for their poor
financial performance. However, the plans had little or no evidence on which to base their
perception, and estimates from the analysis of biased selection discussed in Chapter 111 indicated that
none of these plans had experienced adverse selection. Nonetheless, our estimates of biased selection
did indicate that all but one of the plans that reported being clearly profitable experienced selection
that was more favorable than the average for al risk plans. Thus, very favorable selection contributes
toward profitability, even if there is no evidence that adverse selection is responsible for losses.

Case study plans with the highest AAPCC rates aso were more likely than other plans to report

profits. Whereas none of the 9 plans whose 1990 AAPCC rate exceeded of $350 per month lost
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money, 7 of the 11 plans whose AAPCCs were less than $350 reported losses. Again, this result is
consistent with the higher renewa rate and higher estimated profit rate among plans in high AAPCC

areas.

Number of Plans That:

Lost Money Broke Even Made Money

1990 AAPCC Rate:
Less than $350 7 0 4
More than $350 0 1 8

Finally, hospital use was another key difference between the successful and unsuccessful risk
plans in the case study. The median number of hospital days per 1,000 Medicare members in 1989
was 1,506 among plans (or plan components)” that were profitable, compared with 1,906 among plan
components that broke even, and 2,250 among those that reported losses. Only 1 plan component
that was profitable reported more than 1,820 hospital days per 1,000 members, and only 1 plan
component that lost money reported less than 1,820 hospital days per 1,000 members. While the
relationship between hospital use and profitability is not surprising, the strength of the relationship
emphasizes the critical importance of this measure. The value of 1,820 hospital days per 1,000
members is approximately 31 percent below the average for the: fee-for-service sector in 1989 (2,635

days per 1,000 beneficiaries).

*Plan components are distinct IPAs or group practices within an HMO. Eighteen of the plans
in the study reported data for a single entity, one plan provided data for two components. and one
plan reported on three components separately.
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3. Plans Cite Various Reasons for the Discrepancy Between the Profitability of Commercial and
Medicare Plans

The 7 interviewed HMOs that earned profits on their commercial (employer) plans but lost
money on their Medicare risk plans offered six reasons for their financial problems with Medicare

that help explain the disparity between the two lines of businesses:

* AAPCC rates are too low and too variable across counties within the market area.

» Utilization rates for services that are used much more extensively by Medicare
beneficiaries than by younger HMO members (SNF care, home health care, specialist
care, and prescription drugs) are especially difficult to control.

* Medicare enrollees are sicker than most Medicare beneficiaries (adverse selection).

* Competition from medigap and from other Medicare risk plans forces them to charge
premiums that are too low.

* Some date regulations that directly or indirectly affect Medicare plans inhibit their ability
to prosper.

* Nursing-home beds are in short supply, limiting the ability of HMOs to transfer
inpatients to SNFs.
Each of these factors cited by the HMOs is either unique to the Medicare program or the HMO's
Medicare plan than to its commercial plans for nonaged members. While other evidence may
contradict some of these explanations, HMOs believe that they are the source of their problems with
risk contracting. Different HMOs cited a different combination of these reasons, but each reason
was given by two or more HMOs. Nonrenewing plans interviewed by Brown, Bergeron, and Shin
(1991) complained of many of these same factors, especialy the AAPCC rates and adverse selection.
The AAPCC payments received by HMOs for their Medicare members are determined in a very
. different manner than the premiums they receive for the commercial members;, Whereas AAPCC
payments are determined by the experience of beneficiariesin the FFS sector, premiums for groups

of commercia members (employees of a firm) are determined by the HMO's actual past experience

with the group. Thus, HMOs have little control over the major source of their Medicare plan
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revenue, and these rates can change markedly from year to year even when risk plans expect their
costs to be fairly stable. The problems with the AAPCC are exacerbated by the fact that the AAPCC
rate for a county depends on trends in the FFS sector from 4 to 8 years prior to the year to which
they apply (due, as explained in Chapter II, to 5-year averaging and the 3-year lag time before data
are available). While these differences do not imply that AAPCC rates are too low, they do help
explain why HMO:s find it more difficult to maintain a consistent level of profitability on their risk
plan. Furthermore, because Medicare does pay less For most services than do private payors, the
rates negotiated by the HMO with physicians, hospitals, and other providers may be much less
favorable for the risk plan than for the commercial plans.

Another Factor that may make the AAPCC rate seem low to HMOs relative to their costsisthe
effect that Medicare' s prospective payment system (PPS) for hospital services has had on the rates.
With the introduction of PPS in 1983, hospitals serving FFS patients have the same incentive as
HMOs to shorten lengths of stay by Medicare beneficiaries, and the average lengths of hospital stays
among Medicare beneficiaries in FFS have dropped substantially. These changes are reflected in a
lower rate of increase in Part A AAPCC rates, and may make it difficult for HMOs to improve on
the performance of the FFS sector. In serving nonaged individuals, hospitals Face no such incentives
(in most states). Hence, HMOs may find it easier to outperform the FFS sector and prosper on their
commercial contracts than on their Medicare risk contracts.

The perceptions of one or more HMOs that utilization rates for SNF, home health care,
specialist care, and prescription drugs are “high” suggest that some HMOs were unprepared for the
much greater need for these services among the aged. Because they lacked experience with these
sarvices, HMOs may not have developed effective methods For managing them.

The perceptions of HMOs that adverse selection caused their financia difficulties with their
Medicare plan are not borne out by empirical evidence, but it may be the case that some HMOs

experience less favorable selection for their Medicare members than they are accustomed to in their
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commercid business. Many employers claim that the employees who select their firms HMO option
are younger and healthier than those who select indemnity plan coverage. Furthermore, although
there is no evidence to support HMOs’ perceptions of adverse selection, nonrenewing plans and
unprofitable plans do experience significantly less favorable selection than more successful plans.

HMOs perceive not only that competition from medigap policies forces them to charge premiums
for their risk plan that are too low to cover costs, but also that medigap insurers have an unfair
advantage. Although the two products are direct competitors for beneficiarieswho seek to purchase
coverage for Medicare deductibles and coinsurance, the risk plans offer considerably broader coverage
than most medigap policies, which may not be readily apparent to beneficiaries. These additional
benefits include such essential features of HMOs as coverage for preventive care and routine
examinations and the elimination of out-of-pocket costs for physician charges in excess of approved
rates. Furthermore, if eliminating liability for deductibles and. coinsurance encourages beneficiaries
to use more Medicare-covered services than they would have if required to cover these costs out-of-
pocket, HMOs bear al of the cost of these increases, whereas medigap insurers bear only 20 percent
of the increased costs. AAPCC rates fail to fully cover the greater demand for services among
beneficiaries who face no deductibles or coinsurance, because only about 70 percent of beneficiaries
have coverage for these costs. Thus, some risk plans may be at a competitive disadvantage relative
to medigap, even though the HMOs are able to compete effectively for nonaged members in the
same location.

The perceptions of HMOs that state regulations inhibit their ability to prosper on Medicare risk
plans stem from three types of complaints: (1) some states require that HMOs pay hospitals the
Medicare (or state) DRG rates, rather than alowing them to negotiate a more favorable rate, (2) at
least one state mandates the maximum price for medigap policies and (according to the HMO) sets
this rate too low to enable HMOs to be competitive, and (3) one state requires that HMOs partially

prepay contracted physicians (which the responding HMO felt was tantamount to discounted fee-for-
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sarvice). The congtraints on payments to hospitals and physicians impinge on both the Medicare and
the non-Medicare business of HMOs, but may be especially problematic for their Medicare plans if
the profit margin that can be obtained by reducing utilization or experiencing favorable selectionis
lower for the Medicare plan.

Findly, some HMOs cite limited access to nursing-home beds as a reason for their difficulty with
their Medicare plan. This constraint affects an HMO’s Medicare plan much more than it does its
commercial plans, because Medicare members use nursing homes much more heavily than do the
nonaged. HMOs in areas whose supply of nursing-home beds is tight are less able to transfer patients
from hospital s to nursing homes when they no longer require such extensive care, and are also less
able to negotiate favorable rates from these institutions.

Two additional factors that help explain the difference in the financial performance of HMOs’
commercial and Medicare risk plans, but were not cited by the interviewed plans, are the much
smaller enrollment levels in the Medicare plans and the differences in marketing and enrollment
practices. Medicare members comprise less than 10 percent of tota membership in most HMOs, and
the smaller enrollment prevents some Medicare plans from spreading their fixed administrative costs
and their risk over enough Medicare members to be profitable (only three HMOs whose Medicare
enrollment is over 10,000 have discontinued risk contracting). This problem is exacerbated by three
problems that HMOs face with their Medicare plan--higher costs of attracting enrollees, higher
disenrollment rates, and an inability to lock members in for a full year. HMOs must market their
Medicare plan to individuals, whereas they compete in commercial markets by convincing employers
to offer the HMOs as an option to all of their employees. While very few nonrenewing plans
perceived that they had trouble attracting enough beneficiaries (Brown, Bergeron, and Shin, 1991),
Medicare enrollees can disenroll or (in most plans) enroll during any month, unlike the one-year lock-

in period and limited open-enrollment period in most indemnity plans. These “easy in, easy out”
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features of risk plans make it more difficult for HMOs to determine staffing needs in atimely way

and may aso increase their costs of monitoring the digibility and utilization of Medicare members.

D. DISCUSSION

The financial success of HMOs in the risk program varies widely, and the reasons for the success
or failure of aparticular risk plan differ greatly. From 1987 to 1990, about half of the risk plans that
contained 1,000 or more Medicare members were successful enough to remain in the program. The
reasons for the lack of successvaried, but it is clear that (1) it isvirtually essential that HMOs hold
hospital use rates below some target level (about 1,800 days per 1,000 members in 1989), (2)
enroliment must be large enough to enable HMOs to spread their fixed costs and financial risk
adequately, and (3) risk plans whose AAPCC:s are higher and. which experience the most favorable
selection are much more likely to be successful. Furthermore, even some of the HMOs that contain
over 5,000 members and have prosperous commercial products have difficulty with their Medicare
risk plans, due to differences in how HMOs must compete for members, how their premiums are
determined, the types of services that must be managed, and the regulations to which they are subject.
These difficulties have not only forced plans to leave the program, but (until 1992 at least) have aso
virtually ended the flow of new HMO:s into the risk program.

Ensuring that HMOs are able to earn a normal rate of return, or at |east be confident that they
can cover their costs in most years, is likely to require action by both HMOs and HCFA. HMOs
must be made more confident about the financial viability of a Medicarerisk plan if the programis
to grow, expand, and increase competition. However, these goals must be balanced againgt the goals
of reducing costs to the Medicare program and eliminating excess utilization. Our estimates from
Chapter 111 show that the program aready costs HCFA more than would have been spent for
reimbursements to FFS providers. Thus, smply raising payments to HMOs to make the program
more attractive to them is not likely to be aviable option. Nor isit necessary, since many risk plans

are prospering under the current program.
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1. Unsuccessful HMOs Must Strengthen Financial I ncentives, Spread Costs Sufficiently, and
Improve Utilization Management

To be successful, risk plans must (1) impose sufficiently strong financia incentives on physicians
to control inpatient use, (2) enroll a sufficient number of beneficiaries to cover the Fixed costs of risk
contracting and limit their risk of losses from a few high-cost cases, and (3) continuously improve
their utilization management practices. Among our case study respondents, seven of the nine risk
plans or plan components that lost money did not expose physicians to significant risk for inpatient
use. Conversaly, risk plans that made money not only tended to transfer risk to physicians, but they
also cited this risk-sharing more often than any other factor when asked to give the reasons for their
financial success. The importance of adequate enrollment levels is illustrated by the data-amost all
of the case study plans that experienced financial difficulties contained less than 10,000 Medicare
members. Finadly, the necessity of improving and adjusting the mechanisms for controlling utilization
emerges as a key determinant of success from the case study on managed care (Hurley and Bannick.
1992), as reported in Chapter 111.  Successful plans have continued to modify their utilization
management approaches, shifting from their emphasis on primary care “ gate keepers,” who control
patients access to services, to case management, which emphasizes advance planning and scheduling
for the most cost-effective course of treatment. These successful risk plans have also shifted from
trying to control the behavior of physicians to a more cooperative type of atmosphere in which the
HMO helps the physicians manage their patients care by providing additional managerial and
administrative services.

Most of the interviewed HMOs whose risk plans were unsuccessful but still operational wanted
to retain their Medicare risk plan, despite losing money, and had definite plans for rectifying their
perceived problems. The range of planned responses was vast, and tailored to each HMO's
environment, organizational structure, and perceived wesknesses. A few plans have converted to cost
or HCPP plans, and some network or mixed models have dropped components of their plan (such

‘as a particular group or IPA) for which utilization was particularly high. Two plans have hired

147



management consultants or developed a task force to make specific recommendations on how to
improve their performance.

HMOs have planned several operational changes to lower their utilization rates, especially for
hospital care. Included were plans to monitor the use of certain services more closdly, introduce new
monitoring mechanisms, and change the economic incentives facing physicians (for example, by
eliminating physician reimbursement for a patient’ s emergency room use, converting from salary to
capitation, changing the incentive structure frequently, or reducing utilization targets to incresse the
physician’s share of risk). Other changes included actions to change the behavior of beneficiaries (by
dropping or reducing drug benefits, substituting higher copayments for increases in premiums,
orienting new members to managed care, and increasing health education) or the behavior of
physician (providing protocols for treating specific diagnoses, and providing feedback on utilization
patterns). Finaly, a few changes were made to improve the prices faced by HMOs (that is, by
acquiring one of the hospitals used by the HMO, adding a hospice, and renegotiating SNF rates).

HMOs are dso taking actions to retain or increase their enrollment, reacting to competition with
medigap policies, other Medicare risk plans, or Medicare cost plans or HCPPs in avariety of ways.
Some of these actions may actualy make them less profitable:

* Retaining a benefit (prescription drugs) that is considered to be a source of losses,

directly or indirectly (by encouraging adverse selection)

* Waiving some portion of premium despite losses

* Moving away from capitation despite the need for greater cost-control incentives, due
to the difficulty of competing for physicians

* Substituting higher copayments for premium increases

Thus, competition has significant effects on the behavior of Medicare risk plans and is a contributing

factor to the financial difficulties of some plans. However, fair competition should not be viewed as
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a negative factor, since one of its functions is to drive out inefficient providers or force them to

become €efficient.

2. Changes in the AAPCC and State Regulations Would Benefit Risk Plans and the Risk Program

While the bulk of the responshility for financial performance lies with the HMOs, there are two
factors over which HMOs have no control and which in some market areas may require intervention
from HCFA or Congress to enable HMOs to succeed. The most critical factor is the AAPCC, which
appears to be much more generous in some areas than in others, and displays wide variation across
counties within market areas and over time that are inexplicable and unwarranted from the
perspective of the HMOs. The second factor pertains to state regulations that hamper the ability of
HMOs to compete and negotiate favorable rates.

Across-the-board increases in the AAPCC are clearly unwarranted and unnecessary, but
improvements in the payment system are necessary. Under the current structure, operationally
efficient HMOs in some areas may be forced out of the risk program, while HMOs in other areas
receive AAPCC payments that are two to three times greater and exceed their costs by so much that
they can provide enrollees, at no cogt, additiona benefits for which other insurers may charge $100
or more per month. HMO:s cite low AAPCC rates more often than any other factor for the financial
losses of their risk plans, and HMOs that discontinue their risk contracts or claim financial losses tend
to have strikingly lower AAPCC rates on average than successful continuing plans. The large annua
fluctuations in some AAPCC rates, which are totally unrelated to the HM O’ s experience with the
enrolled members, also make it more difficult For HMOs to manage the finances of their risk plan
as successfully as they can their commercial products.

Eliminating state regulations that hamper the ability of HMOs to compete would help risk plans
in a number of areas, but may be difficult to engineer. Regulations that set the price that HMOs

must pay for hospital services and the rates that competing medigap insurers must charge Medicare
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beneficiaries clearly reduce competition, influence the behavior, prices, and profitability of HMOs,
and may ultimately increase costs.

Finally, HMOs that dropped their Medicare risk plan in 1989 or 1990 offered several other
suggestions-for how HCFA might facilitate risk contracting. These suggestions included providing
more guidance and support to new risk plans, eiminating retrospective changes in required coverage,
and developing some method of reinsurance or risk-sharing across plans. Several plans also cited
dissatisfaction with the Peer Review Organization (PRO) process for assessing quality of care. A
number of recent changes have since been implemented by HCFA to address some of these concerns
(for example, under OBRA 90 HMO:s are allowed to bill Medicare on a Fee-for-service basis for

sarvices provided in response to mandated mid-year coverage changes).
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VII. 1OW DOES MEDICARE RISK CONTRACTING
INFLUENCE THE MEDICARE MARKET?

One of the goals of the Medicare risk program is to lower the cost of and increase access to
health care services among all beneficiaries who reside in the market areas where HMOs are
operating, regardless of whether beneficiaries choose to join an HMO. As HMO:s increase their
share of the Medicare-covered population, the added competition and its influence on practice
patterns may slow the rate of growth in Medicare reimbursements for beneficiaries. Moreover, the
beneficiaries who remain in the FFS sector may save money or have greater access to supplemental
coverage if medigap premiums drop in response to competition from Medicare risk plans, which
charge lower premiums and provide more extensve coverage than does medigap. Conversdly, rising .
HMO penetration may lead to higher FFS costs for HCFA and for beneficiaries if FFS providers
increase utilization rates or prices to maintain their income. Our studies suggest that medigap
premiums do not respond strongly to the HMO penetration rate or to the premium charged by
HMOs, but we do find that the rate of growth in FFS reimbursements declines as penetration rates
rise. We believe that most or all of this estimated relationship is spurious, due to the lagged effects

of reimbursements on AAPCC rates, and the effect of AAPCC rates on enrollment.

A. EXPECTED EFFECTS

One of the longer-term objectives of the risk program is to increase competition for the provison
of services to Medicare beneficiaries, thereby influencing the behavior of fee-for-service (FFS)
providers and insurers, even though they are not involved directly in the programs. The hope was
that, as more Medicare beneficiaries in a given market area joined HMO:s, (1) the costs to the
Medicare program for those still receiving FFS care in this area would drop, and (2) Medicare

beneficiaries who chose to remain in the FFS sector would have greater access to care because

medigap premiums would decline.
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1. The Growth of HMQOs May Lower or Raise Costs to Medicare and to Beneficiaries

AsHM O penetration increases, the cost to Medicare for beneficiaries receiving FFS care may
decline. These cost reductions could occur if, in treating their FFS patients, physicians associated
with IPA or_group model HMOs begin to implement the same types of cost-effective practices that
the HMO encourages them to use with HMO patients. As these HMOs acquire an increasingly
larger proportion of the beneficiary population, the proportion of area physicians involved in the
HMOs also increases, so that average FFS utilization rates and costs, and thus Medicare
reimbursements, should be lower as a greater proportion of beneficiaries in FFS receive more cost-
effective care.

On the other hand, the rise in penetration rates could increase average FFS reimbursements.
When their patients switch to HMOs, FFS physicians face declining income and may increase fees
or utilization rates to offset these losses. This type of response is very different from the usual
expected response to increased competition, which is to force prices down and make production
efficient. The reason that prices do not fall isthat the users of the services, the beneficiaries, do not
pay for the services because they are covered by Medicare; therefore, beneficiaries do not respond
to price differences. Hence, physicians are not able to attract or retain patients by offering a lower
price, nor will they lose many patients by raising prices (provided that they accept the Medicare-
approved rate). Similarly, physicians or beneficiaries have no motivation to reduce utilization. While
private insurers that provide coverage to the nonelderly exert some control over the service utilization
of their subscribers (for example, through preadmission screening for hospital stays, second opinions,
etc.), Medicare exerts no such control over the service utilization of Medicare beneficiaries. Medigap
insurers, which provide coverage for Medicare deductibles and coinsurance, also have no control over
the use of Medicare-covered services. Thus, given the lack of utilization controls, FFS physicians and

other service providers may increase utilization rates or pricesin order to maintain their incomes.
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HMO penetration in a market area may also affect the -behavior of medigap insurers, which in
turn could increase or reduce costs to Medicare beneficiaries who remain in the FFS sector. HMOs
typicaly charge lower premiums and offer a broader scope of benefits than medigap insurers as a way
to attract new members. If HMOs market their services successfully, medigap insurers may be
compelled to respond by lowering their premiums or enhancing benefits. On the other hand, since
sdlection into Medicare risk plans (and out of medigap policies) is favorable, the remaining medigap
policy holderswill have higher average health care costs than the original risk pool. This changein

the mix of clients may force medigap insurers to raise their premiums to cover the higher costs.

2. Previous Evidence on Competitive Effects Is Mixed

Two studies preceding the current evaluation provide very different conclusions about the effects
of Medicare risk plans on costs in the FFS sector. Rossiter et al. (1988), examining the effects of
Medicare HMO market penetration on FFS reimbursements, found little or no evidence of any
relationship. However, Welch (1991) estimated that, for every 10 percentage point increase in
Medicare risk plan penetration, total Medicare costs in an area decline by about 1.2 percent in the
short run and by nearly 4 percent in the long run. Similarly conflicting evidence appearsin the
literature on the effects of HMOs overdl (that is, not just their Medicare plans) on hospital costs per
admission. Various studies in the mid-1980s found that HM O penetration had no effect on hospital
costs per admission or per capita, but Robinson (1991) found that costs per admission in California
rose a& a moderately dower pace in markets in which HMO penetration was high than in markets in
which the rate was low. However, Robinson attributes this effect to the fact the private insurers were
able to negotiate with hospitals for favorable rates, in much the same way as do HMOs. Medi gap
insurers do not control the hospita choice of beneficiaries or negotiate prices, since Medicare covers
the cost of the hospital stay fully (except for deductibles and very long stays) and dictates the price

of hospital services through the prospective payment system.
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3.  Hypotheses Pertain to the Effects of the Market Penetration of Medicare Risk Plans on FFS
Costs and Medigap Premiums

Inlight of the ambiguity about the competitive effects of Medicare risk plans on Medicare FFS
costs, we have estimated this relationship using adifferent data set and a different model than those
used by Welch. The basic research question is as follows:

. What effect does the proportion of Medicare beneficiaries enrolled in Medicare risk

plans have on FFS reimbursements?

We aso examined the effect of Medicare HMO market penetration on the amount paid by
beneficiaries for medigap policies. No previous studies have addressed this relationship, but we
hypothesized that strong competition from Medicare risk plans will force medigap insurers to keep

premiums below levels that might have prevailed in the absence of competition from HMO:s. Thus,

we examine two issues,

« How does the proportion of Medicare beneficiaries who are enrolled in Medicare risk
plans affect medigap premiums?

. How do Medicare risk plan premiums affect medigap premiums?

B. RESEARCH DESIGN AND DATA
We addressed these issues in two separate reports: Gurnick et a. (1992) and Gurnick, Gleason,

and Brown (1992).

1. Analyss of the Effects of Competition on FFS Reimbursements Was Based on Medicare Claims
Data for Cohorts in 48 Market Areas

To estimate the effects of risk plan penetration on FFS reimbursements per beneficiary, Gurnick,

" Gleason, and Brown (1992) used Medicare claims data on the F'FS reimbursements of approximately

2.000 beneficiaries selected randomly in each of the 48 metropolitan areas that contained one or
more Medicare risk plans with at least 1,000 enrollees in 1987 or 1988. The sample in each market

area was dlocated across counties to match the distribution of Medicare risk plan enrollment in that
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area. The clams data collected on these individuals pertained to years 1984 through 1988, and they
were used to congtruct average reimbursements per beneficiary for each county for each year. These
data were then supplemented with data on the following:

. The proportion of Medicare beneficiaries who were enrolled in risk plans in each county

each year, constructed from one of the files used by HCFA to prepare the AAPCC (the
“stacked demographic file")

. The characteristics of the beneficiaries (age distribution, percentage female, percentage
disabled, percentage black and Hispanic, and percentage with any Medicare
reimbursements in the previous year)

. Maket area characteristics (hospital occupancy rates, physicians per 1,000 residents, the
percentage of the population in urban areas, and per capita income)

Gurnick, Gleason, and Brown estimated a variety of regression models to determine the effect
of penetration rates on FFS reimbursements, controlling for the characteristics of the beneficiaries
and market areas. Counties were the unit of observation for the analysis, with separate observations
for each of 4 years, 1985 through 1988. The models varied according to whether current or lagged
values of penetration rates were used and whether the model controlled for constant area-specific
factors that may have affected both the penetration rate and the average reimbursement level in a
given county. This "fixed effects’ mode was preferred because areas whose FFS costs in preprogram
yearswere high will also have high AAPCC rates in subsequent years and are likely to attract more
beneficiaries, but are also likely to continue to have higher-than-average costs. The fixed-effects
model controls for this effect by essentialy converting observations for the four years on each variable
for each county into differences from the county mean for that variable over the 4-year period and
then performing the regressions on the transformed variables. Thus, the model estimates the effects
of changesin acounty’s penetration rate relative to the average rate during the 4-year period on the

changes in FFS costs per beneficiary about the mean for the county over the same time period.
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Most of the analysis was limited to the 107 counties which yielded data on at least 200

beneficiaries. Pooling the datafor the 4 years yielded 427 observations (data for one year were not

available for one county).

2. Analysi; of the Effects of HMO Penetration on Medigap Premiums Relied on Survey Data

As part of our evauation, Gurnick et a. (1992) analyzed the effects of HMO penetration on the
behavior of medigap insurers based primarily on data from our survey of Medicare beneficiariesin
the FFS sector. The origina design for this study was to use data from state regulatory agencies;
however, the quality of these data proved to be poor, and were of limited value. Hence, the premium
paid by beneficiaries for their medigap coverage that was reported on the survey was used as the
dependent variable in the analysis.

To determine the effects of market penetration on medigap premiums, the study regressed
premiums on the market-area penetration rate for 1988, controlling for the characteristics of the
beneficiaries and of the market area that might have an effect on either the premium charged to an
individual or his or her ability to pay for insurance. Alternative models were estimated to assess how
the average premium charged by loca Medicare risk plans affected the medigap premium. The
control variables used in the models included four sets of variables: the characteristics of
beneficiaries (obtained from the survey), such asincome, marital status, age, sex, disability, and an
indicator for whether the beneficiary was a nursing-home resident; the characteristics of the
individua’s coverage (also obtained from the survey), including Medicaid coverage, prescription drug
coverage, and an indicator for whether the policy was obtained through a former employer, union,
or other entity (since the premiums for policies obtained through a group are often subsidized); prior
Medicare reimbursements for the individua (obtained from HCFA claims); and market characteristics,
including the published Part A and Part B AAPCC rates for the market area. Beneficiaries for whom

a former employer or group paid the entire premium were excluded from the sample. This left a total
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of 2,790 individuals, spread over the 44 distinct market areas that contained one or more risk plans

with 1.000 or more enrollees as of February 1990.

C  ESTIMATES OF THE COMPETITIVE EFFECTS OF RISK PLANS ON THE FFS SECTOR
The estimated effects of the risk program on the marketplace were not definitive. The results
suggest that these issues must be analyzed further to provide reliable answers to the questions that
were examined. The studies suggest some aternative explanations for the estimated relationships and
the difficulty of disentangling such influences from any possible effects of increasing the penetration
of risk plans.
1. The Estimated Relationship between FFS Reimbursements and Medicare Risk Plan Penetration
Rates I's Senstive to the Statistical M odel
Penetration rates varied widely across market areas and over the 5-year period examined. As
shown in the following table, 70 percent of the 108 counties in the sample had penetration rates of
less than 5 percent in 1984, when only demonstration risk plans were operationa; by 1988, only 31
percent of these counties had such low rates. The proportion of counties whose penetration rates
exceeded 20 percent rose from 2 percent in 1984 to 19 percent in 1988. The mean penetration rate

for all of the sample counties grew from 4.7 percent to 11.8 percent over the period.

DISTRIBUTION OF COUNTY PENETRATION RATES, BY YEAR

(in Percent)
Penetration Rate 1984 1985 1986 1987 1988
Less than 5% 70 % 54 % 36 % 30 % 31 %
5-10% 11 20 25 25 26
10-20% 17 19 20 21 24
More than 20% 2 7 18 24 19
Mean Penetration Rate 4.7 % 6.9 % 10.7 % 125 % 11.8 %
Source:  Stacked Demographics File.
NoTE: Only counties whose sample sizes exceeded 200 are included. The sample includes 108

counties.
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Penetration rates by market area in 1988 for those areas included in this study ranged from less than
1 percent in Charlotte, North Carolina, to 41 percent in Duluth, Minnesota; 6 of the 48 areasin the
study had penetration rates of 20 percent or more (Table VII.I). The median rate was 7 percent.’

Average Medicare reimbursements for the samples of beneficiaries examined aso varied widely
across market areas, ranging from alow of $1,181 (Worcester, Massachusetts) to a high of $3.551
(Detroit, Michigan) in 1988. However, simple correlations between average reimbursements and
penetration rates for the 108 counties showed amost no relationship (a correlation of .05). The
correlation between reimbursements and the penetration rate for the previous year was considerably
larger but still modest (.20). On the other hand, the correlation between the change in penetration
rate and the change in reimbursements from 1985 to 1988 was negative (-.16, based on the concurrent
change in the penetration rates, and -.21, based on the change in the lagged penetration rate).

A variety of statistical models were estimated to determine the effect of HMO penetration on
FFS cogts, yielding widely varying results--some suggesting that the penetration of risk plans into the
Medicare market has no effect on FFS costs, while others indicating that FFS costs declined
considerably for modest increases in penetration rates. The models that were estimated include the
following:

. A simple regression model that included observations from all 4 years, without

accounting for the nonindependence of different years for given sites

A “partid adjustment” model analogous to Welch's, in which lagged values of FFS costs
were used as a control variable

. Various fixed-effects models, based on different assumptions about the form of the
relationship (linear and nonlinear) between HMO penetration rates and FFS costs

. Change models that examined the effects of the change in penetration rates from 1985
to 1988 on the change in reimbursements over this period

‘Table VII.1 contains 54 market areas because it includes descriptive statistics for 6 areas
(highlighted in boldface type in the table) that were included in the analysis of medigap premiums
described below but did not have enough new enrollees in 1987 and 1988 to be included in data set
used for the analysis of FFS costs.
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TABLE VII.1

PENETRATION RATES, AVERAGE FFS REIMBURSEMENTS. MEDIGAP PREMIUMS,
AND HMO PREMIUMS BY MARKET AREA

N Percent 1990 1990
Enrolled 1988 Average Average
in HMOs, Average Medigap HMO
Market Area 1988 Reimbursements Premium Premium
Duluth, MN 40.6% 161,633 $47.11 332.95
Minneapolis, MN 36.4 2,419 65.69 40.68
Honolulu, HI 313 1,696 39.26 33.60
Portland, OR 30.0 1,817 53.73 37.07
San Francisco, CA 23.3 2,734 64.94 45.00
Los Angeles, CA 217 3,318 61.73 10.43
Miami, FL 17.4 2,545 72.04 0
Rochester, NY 16.7 2,135 64.19 62.96
Las Vegas, NV 155 2,985 59.63 15.00
Pueblo, CO 155 2,483 67.68 45.15
Phoenix, AZ 154 2.850 59.48 0
Sedttle, WA 15.1 2,196 59.87 30.62
Albuquerque, NM 14.3 3,001 5134 25.25
Wichita, KS 135 2,268 61.74 22.10
Denver, CO 13.2 2,490 70.85 52.68
Reno, NV 106 1,914
Worcester, MA 94 1,181 72.73 59.69
Hampshire County, MA 91 2,077 60.35 59.72
Daytona, FL 8.8 2,293 58.15 12.00
New York, NY 8.3 3,142 54.15 15.00
Corpus Christi, TX 8.2 2,897 77.18 18.00
Chicago, IL 7.8 1,976 55.04 37.69
Providence, Rl 73 2,243 53.61 24.00
DesMoines, 1A 73 2,302 70.88 38.00
Pittsfield, MA 7.0 2,542 -
Boston, MA 7.0 2,461 67.34 71.10
Indianapolis, IN 6.9 2,235 86.00 65.59
NW Minnesota 6.6 1,610
Kansas City, MO 6.6 5731 46.50
Omaha, NE 58 2,048 59.85 30.00
Bridgeport, CN 53 2,331 52.63 47.41
Vindand, NJ 53 2,930 53.65 51.97
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TABLE VIL1 (continued)

Percent 1990 1990
Enrolled 1988 Average Average
in HMOs, Average Medigap HMO
Market Area 1988 Reimbursements Premium Premium
Flint, M1 _ 5.3 3,205 45.82 36.45
Ann Arbor. Ml 52 2,713
Detroit, MI 47 3,551 49.23 35.00
Cleveland, OH 46 2,233 58.25 40.43
Lansing, Ml 44 2417 58.18 4543
San Antonio, TX 44 62.11 0
St. Louis, MO 43 2,510
Philadelphia, PA 39 2,683 62.64 35.76
Pittsburgh, PA 38 3,012
Jacksonville, FL 36 2,392
Buffdlo, NY 32 2,038 70.15 29.33
Washington, DC 25 2,817 60.72 51.65
Milwaukee, WI 2.3 3410 71.81 43.89
Albany, NY 2.3 2,261
Paramus, NJ 2.0 2.425 52.42 3943
Sacramento, CA 15 75.56 47.45
Houston, TX 12 2,384
Ddlas, TX 12 2,776 68.09 3455
Tulsa, OK 11 56.08 32.00
Charlotte, NC 038 1,402
Louisville, KY 0.1 - 50.44 0
Atlanta, GA 0.1 . 57.70 31.97

Source:  The percentage enrolled figures were obtained from the Stacked Demographics File (HCFA). Average reimbursements were

NoTEe:

calculated from MADRS data for samples of beneficiaries. Medigap premiums are averages cal culated from the survey of
beneficiaries. The HMO premium was computed from HCFA’s monthly reports on the status of the risk program.

Sites for the analysis of average FFS reimbursements and the analysis of premium rates differ, since the two studies were
conducted based on data collected at different times, and because the set of HMOs in operation at those times differed. The
study of medigap premiums was based on survey data collected from nonenrollees in each market area having one or more
HMOs with 1,000 or more enrollees as of February 1990. The study of the effects of penetration rates on FFS costs was
based on data collected on nonenrollee for the biased selection study. Thus, data are available on nonenrollee reimbursements
only for areas having one or more HMQs with 1,000 or more new members during 1987 or 1988.
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. Logarithmic models and models in which market areas rather than counties were the
units

Essentially, we Found no relationship (a small positive, but not statisticaly significant estimate)
based on the simple ordinary least squares models (using either current or lagged penetration rates)
or on the partid-adjustment model used by Welch (1991). Thus, our estimates differ markedly from
those obtained by Welch (a statistically significant negative effect of penetration on FFS costs).?

On the other hand, estimates obtained from the various fixed-effects model are consistently
negative, large, and statistically significant, implying that FFS costs fall by about 5 percent for each
10 percentage point increase in the penetration rate. The estimates from the fixed-effects model are
fairly robust, differing only slightly according to the penetration rate variable used (that is, the rate
for the current year or the previous year), and remaining large and statistically significant overall
regardless of whether the effect of a given change in the penetration rate on FFS costs is assumed
to be constant or to vary according to the level of the penetration rate. The models in which the
estimated effects depended on the level of the penetration rate indicate that the effects of increasing
penetration are essentially zero when penetration rates are low (less than 5 percent), are very large
for moderate initid penetration rates (5 to 15 percent), and then drop considerably for areas in which
penetration rates are over 15 percent.

The relationship between market penetration and FFS costs is statistically significant but
somewhat stronger for Part A than for Part B costs, and appears to be strongly linked to hospital
days. Part B costs and hospital admission rates decline by about 4 percent with every 10 percentage

point increase in penetration rates. The relationship between market penetration and hospital days

2Welch actualy estimated the effects of the penetration rate on total Medicare costs (that is, risk
program costs and FFS costs combined), but noted that the effects of the risk program account for
at most 0.5 of the estimated 1.2 percent effect on costs with a 10 percentage point increase in
penetration rates. However, this estimate implies that risk plans experienced neutra selection. Since
risk plans actually experience favorable selection and HCFA pays more than it would have under FFS
care For enrollees (see Chapter 111), the Medicare cost reduction in the FFS sector must be even
larger than Welch's estimated short-run and long-run reductionsin total costs.
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and Part A costs is somewhat stronger--both fdl by nearly 6 percent with every 10 percentage point
increase in penetration.

Although the fiied-effects model estimates are less subject to a common type of bias than the
other models and yield fairly stable estimates for different specifications, the estimates are too large
to be taken serioudy, especidly given the relatively weak mechanism by which they are presumed to
come about. As discussed earlier, there is no reason to expect physicians to lower their prices or
reduce the service utilization of their FFS patients in response to increased competition from HMOs
for Medicare patients, because they have no incentive to do so, nor do payors exert control over their
behavior. In fact, the expectation is that the volume of services and prices may increase as physicians
attempt to maintain their income. Even the one mechanism hypothesized to reduce FFS costs as
HMO penetration increases--that is, the spillover effects on the FFS practices of physicians who aso
treat FFS patients--seems extremely weak. Practicing cost-effective care with their FFS patientsis
likely to reduce physicians income. Furthermore, the patients of these physicians may prefer the
more resource-intensive style of care and may have declined to join the HMO (and pay more for
alternative coverage) to ensure that they have access to this style of care. Thus, the physician must
practice accordingly or risk losing the patient to a more accommodating physician. Finally, these
spillover effects would not affect the behavior of physicians who are not affiliated with an HMO, or
those who have very few HMO patients. Thus, penetration involving staff model HMOs or some
group model HMOs would have no effect on FFS reimbursementsin an area.

One possible explanation for the high estimate is that the observed correspondence between
higher penetration and slower growth in FFS costs is due to “regression toward the mean”--that is,
areas with the highest initid costs may have dower-than-average growth in FFS costs and move closer
toward the overal mean in subsequent years. Conversely, areas with low initial costs may experience

the greatest growth in subsequent years. These trends could occur for many reasons, as discussed

|ater.
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However, an aternative model designed to control for regresson toward the mean led to similar
estimates. The change in the logarithm of FFS costs (which can be interpreted approximately as the
percentage change in costs) between 1985 and 1988 was regressed on the change in penetration rates
over this period, controlling for 1985 FFS costs. The changes in income per capita, physicians per
1,000 residents, and hospital occupancy rates were controlled for. The coefficient on 1985 FFS costs
was positive and datigticaly inggnificant, suggesting that regression toward the mean did not occur.
According to the model estimates, FFS costs drop by about 7 percent with a 10 percentage point
increase in risk plan penetration, regardless of whether the model controlled for the level of 1985

costs.

2. Medigap Premiums Are Not Reduced in Response to Competition From Medicare Risk Plans
Competition from Medicare risk plans appeared to have a small but statistically significant
positive effect on the monthly amount paid by Medicare beneficiaries in the FFS sector for medigap

coverage. Medigap premiums were remarkably stable for areas with very different penetration rates:

Average

Risk Plan Number Monthly

Penetration Rate of Markets Premium
Less than 3% 11 $61.55
3t05% 9 $57.83
6t011% 9 $57.14
12 to 19% 9 $62.06
over 20% 6 $58.01

However, regressions of the amount paid for medigap coverage on local HMO penetration rates,
controlling for various beneficiary and market-area characteristics that could. affect medigap
premiums, yielded a dtatisticaly significant but small estimated effect in the opposite direction of what
was initially expected. For every 10 percentage point increase in market penetration, medigap

premiums increased by $2, or by about 3 percent of the mean value.
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Medigap premiums were unaffected by the premium charged by Medicare risk plans. Medicare
risk plans attempt to draw beneficiaries away from medigap policies by setting premiums below the
rates charged by medigap insurers. Thus, in every market area but one (Boston), the average
medigap premium paid by beneficiaries exceeded the average premium charged by risk plans, and the
average HMO premium ($35) was only about half as large as the average medigap premium ($61)
(see Table
VII.1). When the average risk plan premium for the area was included as an additional variablein
the model, the estimates indicated a small but statistically significant positive relationship--a $10
reduction in monthly risk plan premiums was accompanied by a $2 reduction in medigap premiums.
However, a datistical procedure (instrumenta variables) that controls for the possibility that medigap
premiums also affect risk plan premiums yielded much smaller and dtatisticaly insignificant estimates
of the effects of risk plan premiums on medigap. The estimated effect of penetration rates on
medigap premiums did not change.

The positive effect of risk plan penetration on medigap was unexpected, but could be due to the
influence of biased selection. As shown in Chapter 111, risk plans experience substantialy favorable
selection. As this group of hedthier-than-average beneficiaries withdraws from the FFS market, the
average FFS cost per beneficiary rises. Thus, average costs to medigap insurers will rise. When
penetration rates are low, this effect is minima. However, when a substantial proportion of healthier-
than-average beneficiaries withdraw from the market, the effect on FFS cogts, and thus on the costs
to medigap insurers, becomes noticesble. Some weak evidence for this hypothesis was obtained from
an additional regression in which a measure of biased selection (the adjusted ratio of prior
reimbursements for enrollees) was included as a control variable. The coefficient on’ the penetration
rate became smaller and statistically insignificant, but was still positive, and the selection bias was not

datigtically  significant.
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Three possible reasons explain why the greater market penetration of risk plans may not force

medigap insurers to hold their premiums down:

« The subsidization of HMO premiums by AAPCC capitation makes price competition infeasible
for medigap insurers. In five areas (Miami, Los Angeles, San Antonio, Phoenix, and
Louisville) most or all of therisk plansin operation charge zero premiums because the
plans expected AAPCC payments exceed the plans expected costs of (plus norma profit
from) providing Medicare-covered services, and plans are required to use the surplus to
lower their premiums. In these areas and others where HMO premiums are significantly
lowered by this mechanism, Medicare supplementa insurers will be unable to be price-
competitive. While competition from the HMO may prevent the medigap insurers from
rasing premiums as much as they might otherwise, the divergence between zero and the
typical medigap premium is so large ($60 per month for our sample) that virtually any
beneficiaries who would be concerned primarily with price would have aready switched.
Thus, medigap insurers may ignore the HM O, and simply compete with other medigap
insurers for the remaining portion of the market that will not join an HMO regardless
of the price differential.

« Medigap insurers may target groups more than they do individuals. Many beneficiaries
receive medigap coverage in addition to extra benefits from a group plan--for example,
through their former employer. These beneficiaries usualy have incentives to remain in
their employers plan (for example, extra benefits, spousal coverage, guaranteed coverage,
and continuity of coverage), despite the availability and lower premium of HMO:s.

« Medigap insurers recognize the importance of physician ties. Many beneficiaries have a
strong attachment to a particular physician or physician group and will not forsake that
relationship for the lower HMO premium, even if the difference in premiums is
substantial (penetration rates even in areas with zero premiums are less than 22 percent).
Medigap insurers rely on this factor rather than on price to attract clients.

Three other reasons explain why our analysis would fail to detect a negative effect of risk plan

penetration on medigap premiums, even if one existed:

* The observed positive relationship between HMO penetration and medigap premiums may be
spurious. Areas whose utilization and costs of Medicare-covered services are highest are
the areas whose AAPCCs are the highest. These high rates attract HMOs, and the
HMOs grow rapidly, in part because they offer very low premiums that are subsidized
by the high AAPCCs, and, in part, because they market aggressively in response to the
profit potential. However, the high fee-for-service use and prices of medical care also
lead to higher Medicare supplemental insurance premiums. Thus, both the HMO
penetration rate and the medigap premiums may be driven by local utilization patterns
and prices, leading to a spurious correlation. However, including area AAPCC rates as
a control variable in the model fails to capture such an effect, if it exists. Ideally, the
model would control for the gap between AAPCC rates and the cost of delivering care
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efficiently in the area, since that is what has the greatest influence on risk plan
penetration.

The causality may be reversed. Areas whose medigap premiums are highest may be those
in which beneficiaries are most likely to join HMOs. Although we use 1988 penetration
rates to predict premiums paid in 1990, it may still be the case that our results reflect the
effect of medigap premiums on HMO penetration rates, rather than the converse, as
intended. No data on earlier medigap premium rates are available to control for this
possible effect.

Data used in this study are inadequate to provide a good test of the effects of penetration.
The survey data reflect what beneficiaries pay, not what Medicare supplementa insurers
charge. Although some correspondence exists between the premium charged and the
out-of-pocket payments of beneficiaries, this difference (which arises because employers
or other entities pay part of the cost) weakens the relationship between HMO
penetration and medigap rates. Moreover, the sample comprises only 44 market areas--
theimplicit unit of observation in this analysis--and some market areas are represented
by a smal number of sample members. Finaly, measures of the benefits covered by the
sample members' medigap policies are unavailable. If beneficiariesin high penetration
areas tend to be more likely to have more extensive benefit coverage through their
medigap policy, the premium they pay may be higher, leading to a spurious positive
relationship between HMO penetration rates and Medicare supplemental premiums.
This effect could occur if medigap insurers compete with HMOs by increasing benefit
coverage rather than by holding down premiums. The higher costs and utilization rates
in high-penetration areas may aso inspire beneficiaries to purchase more extensve and
expensve medigap coverage. The higher-priced medigap policies may actually be a
better value than the lower-priced policiesin other areas; but we are unable to test this
hypothesis with our data.

The problems with the analysis suggest that measuring the relationship between medigap
premiums and HMO penetration precisely will be difficult, even if better data were available.
However, the explanations for why medigap premiums may not respond to increasing HMO
competition, in conjunction with our estimates, suggest that, even if the growth in Medicare risk plans

does restrain medigap premiums, the effect is likely to be small.

D. DISCUSSION

Although the statistical evidence in some cases suggests a different interpretation, our conclusion
is that competition from Medicare HMOs has little or no effect on either FFS costs or medigap
premiums. FFS physicians and other providers have no incentive to change their practices as they

lose patients to Medicare HMOs--in fact, their incentive is to increase utilization by FFS patients or
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raise their prices to offset their loss in income. Medigap insurers are unable to be price competitive
with Medicare HMO:s in the markets in which HMO premiums are very low. Thus, neither HCFA
nor beneficiaries who continue to receive FFS care are likely to benefit from any market effects of
risk plan growth or behavior.

While several of the estimates of risk plan penetration effects on FFS reimbursements are too
large to be believed, it is possible that there are some effects. The hypothesized mechanism--the
spillover effects on the FFS practices of HMO physicians who see Medicare patients under both types
of arrangement--is too weak to result in measurable effects on Medicare FFS costs. However, it is
possible that areas with high Medicare risk plan penetration aso have high HMO penetration among
the non-aged, and this penetration may have led indemnity insurers to press providers to be more
cost-effective. If this general pressure forces FFS providers who treat Medicare and non-Medicare
patients to adopt more cost-effective management practices, and they apply these practicesto all of
their patients, we could observe a decline in Medicare FFS reimbursements. However, we have no
evidence to support this chain of relationships and find it to be less plausible than alternative
explanations for our estimates. So what explains the statistical estimates?

One interpretation of the estimated relationship is that both a faster-than-average increase in
penetration rates and a slower-than-average increase in Medicare costs tend to occur in areas with
ahistory of high costs. HMOs tend to expand most rapidly in areas whose AAPCC rates are highest,
which are caculated from average Medicare FFS costs from three to eight years prior to the current
year. At the same time, costs in areas whose costs are especially high three to eight years prior to
the current year may tend toward the mean by growing at slower-than-average rates.

Perhaps the most compelling explanation along these lines is that the overutilization of hospita
services may have been particularly pronounced in these high AAPCC areas prior to PPS, and, as
lengths of stay declined in response to the PPS system, greater reductions were possible in those areas

than in areas with more appropriate utilization rates. Thus, the high prior use would have created
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high AAPCC rates and the accompanying growth in HMO enrollment, but FFS utilization ratesin
these areas would ‘have declined fagter than in other areas. There is some evidence for this argument,
since the estimated effect of penetration rates on hospital daysislarger than its estimated effects on
other measures of use.

Other explanations forwhy rising penetration rates might accompany sower-than-average growth
in FFS reimbursements include other competitive effects throughout the market and a natural
regression toward the mean. For example, high levels of utilization in the past may have prompted
medigap insurers to raise their rates, which could make policies unaffordable for some beneficiaries.
The lack of such coverage, in turn, is likely to constrain utilization. Another form of increased
competition may be an inflow of physicians to the area in response to the high demand for services.
The increased supply of physicians may hold down price increases (although empirica evidence from
other studies suggests that aggregate medical costs increase with physician supply, due to the same
lack of market effects noted earlier). Other (nonphysician) costs per unit of service dso may decline
(or grow more slowly) in the areas in which these unit costs were highest, as the supply of such
services (for example, home health services and SNF beds) increases to meet the above-average
demand. Finally, average costs in counties whose costs are particularly high may ssimply regress
toward the mean for all counties over time, as do costs for other groups of individual s whose costs
are above average. All of these trends will contribute to keeping the growth rate of costslow. Even
though none of the trends is due to growth in HMOs, they will occur at the same time that HMOs
are growing, leading to the observed empirica relationship.

Our attempts to control for these effects of prior levels of utilization are too crude to capture
the complexity of these relationships and the diversity across market areas. However, given that we
have only 107 counties that contain an adequate number of enrollees to support our analysis, more
complex models cannot readily be estimated. Nor are good data available on the many factors that

influence area costs and utilization rates. The partial adjustment model, similar to the model used
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by Welch, comes the closest of al models estimated to reflecting a time-delayed market response to
high costs. However, whereas we find essentially no effect (asmall positive estimate), Welch finds
adtatistically significant effect that impliesfairly large reductionsin costs (4 percent) over the long
run for a 10 percentage point increase in penetration. Both studies suffer from three factors: (1)
there are few counties with enough risk plan penetration to affect FFS costs, (2) the estimates are
not particularly robust, and (3) most FFS costs will tend to be affected more by the HMOs’ share of
the total loca market than just their share of the Medicare market. Thus, the effects of competition
from risk plans on FFS costs are ambiguous.

The analysis of the effects of Medicare risk plans on medigap premiums suffers from similar
problems of aternative possible causes for the observed relationships, but here it is clear at least that
competition from risk plans does not reduce medigap premiums. It may well be that the small postive
effect of penetration on medigap premiums is due to the effects of favorable selection: asrisk plans
draw an increasingly large population of the good risks from the market for supplemental coverage,
average utilization among those who continue to hold medigap policies increases, forcing premiums
up. Whether the estimated effect isreally due to the influence of favorable selection into risk plans
or to alternative factors that are correlated with both medigap premiums and risk plan market
penetration cannot readily be determined. It is clear, however, that medigap insurers cannot be price
competitive with Medicare risk plans in many areas, especially in such areas as Miami and Los
Angeles, where premiums are zero, and penetration is fairly high. Thus, it is not surprising that risk
plan market penetration does not reduce the out-of-pocket costs of beneficiaries who continue to

purchase medigep policies.
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VIIIl. IMPLICATIONS OF THE EVALUATION FOR MEDICARE
RISK CONTRACTING

After seven years of operation, the Medicare risk program has not yet achieved its primary
underlying god: to reduce costs to HCFA by providing Medicare-covered care in a more cost-
effective manner. However, the program has been more successful at accomplishing other objectives.
As intended, the program has increased the range of choices for beneficiaries, and has given enrolled
members more extensive coverage a a lower premium than medigap, the primary aternative source
of coverage for Medicare deductibles and coinsurance. Furthermore, HMOs appear to have met the
goal of providing care that is of comparable quality to but less resource-intensive than the care
provided in the FFS sector. Thus, the potential exists for the risk program to achieve its primary
goal--to reduce Medicare costs. A modest change to the AAPCC payment mechanism could make
the program at least cost-neutral to HCFA. The challenge, however, isto identify changes that will

eliminate the losses to HCFA without discouraging participation by HMOs and beneficiaries.

A. IS THE RISK PROGRAM ACHIEVING ITS GOALS?

The primary goals of the Medicare risk program are to:

. Reduce the costs to HCFA

« Provide health care to Medicare beneficiaries more efficiently

. Provide care of equal or superior quality to the care provided in the FFS sector
« Increase beneficiaries range of choices of hedth care ddivery systems

. Lower the cost to Medicare and the out-of-pocket costs for beneficiaries who remain in
the FFS sector

To achieve these objectives, the program must dso be sufficiently attractive financially to HMOs to
make them join and remain in the program. The purpose of this evaluation was to (1) assess whether

each of these goals has been accomplished, (2) estimate the size of the various effects of the risk
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program, (3) identify the types of beneficiaries, HMOs, and market areas for which the program had
the greatest effects, and (4) determine the reasons for the success or failure of the program to

achieve its goals.

1. TheRisk Program Increases Rather Than Reduces Costs to HCFA

We estimate that the risk program costs HCFA 5.7 percent more in reimbursements to HMOs
than would have been spent had enrolled beneficiaries received their Medicare benefitsin the FFS
sector rather than in a Medicare risk plan. The program overpaid for both Part A and Part B
services, but the margin was substantially larger for Part A (8.5 percent, compared with 2.7 for Part
B). The program increased costs to HCFA for every subgroup of enrollees examined, but the
increases were particularly large for enrollees in areas whose AAPCC rates were high (7.6 percent),
those in staff-model plans (7.8 percent), and those in plans that did not charge a premium (8.3
percent).

The reason for the cost increase is favorable selection. Beneficiaries who enroll in Medicare risk
plans are smply hedthier and less inclined to use hedth care than those who do not enroll, and these
differences are not fully reflected in the demographic risk factors used to adjust the county AAPCC
payment rate for a particular enrollee. Simply put, HMOs are paid 95 percent of the AAPCC for
enrolled beneficiaries, but Medicare reimbursements for these individuas would equa only about 90
percent of their AAPCC rate on average had they remained in the FFS sector. Thus, rather than
saving 5 percent as intended, HCFA spends 5.7 percent more (.950/.899 = 1.057).

The failure of the AAPCC to capture differences in the hedth status indicators of enrollees and
nonenrollees accounts for over 80 percent of the gap between the AAPCC and projected FFS
reimbursements for enrollees. The single most important indicator is a history of serious illness
(cancer, heart disease, or stroke), but differences in functioning and self-ratings of health also

contribute to the overpayment. Differences in attitudes toward hedth care account for 14 percent
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of the AAPCC overestimate of FFS costs for enrollees; socioeconomic differences account only for

3 percent of the difference.

2. HMOs Reduce the Utilization of Expensive Services by Sizeable Margins, but Reductions Are
Not Always in the Expected Ways

HMOs are successful at reducing the utilization of several health care services. They reduce
hospital days by 17 percent, home hedlth visits by 50 percent, and the proportion of beneficiaries with
frequent physician vidits (12 or more per year) by 10 percent.

HMO:s also increase the utilization of some services, primarily in ways that one would expect.
Compared with nonenrolled beneficiaries with similar characteristics, HMO members were more likely
to have a physician visit in the past month, to have three or more visits per year, and to have a
physica exam, reflecting both the greater emphasis in HMOs on preventive care and the absence of
asizeable deductible or copayment. HMOs aso increased the proportion of beneficiaries with a SNF
stay, indicating that HMOs substitute SNF days for hospital days more frequently than do FFS
providers.

Of specia interest, given the findings of previous studies and conventiona wisdom, is that
Medicare risk HMOs do not reduce hospital days by reducing the number of admissions, but by
shortening the average length of stay. HMOs have no effect on hospital admissions, but reduce
hospital stays by nearly 1.5 days (17 percent) on average. Similarly, HMOs do not affect the
likelihood that beneficiaries receive home health care--the large effect on home health visitsis due
entirely to the reduction in the number of visits per home health patient. The impact on the length
of hospital staysisremarkable, given that hospitals that serve FFS patients have asimilar incentive
under Medicare’ s prospective payment system to shorten hospital stays. Comparisons of length of
stay among enrollees and nonenrollees with particular conditions (stroke and colon cancer) reveal
differences of similar magnitude, allaying concerns that the estimated effect could be a statistical

artifact due to the fact that enrollees have less serious conditions.
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HMO:s reduce the utilization of expensive services rendered to both inpatients and ambulatory
patients. For each of three different chronic ambulatory problems (joint pain, chest pain, and urinary
incontinence), HMOs significantly reduced referrals to specialists and follow-up visits. HMOs also
reduced the frequency of various tests and procedures for both ambulatory and hospital patients. For
example, HMOs reduced the use of X-rays among patients with urinary incontinence, and reduced
the number of days in intensive care units, the amount of physica therapy, and the use of
discretionary tests and procedures (for example, multiple CAT-scans, EEGs, and echocardiograms
among stroke and colon cancer patients).

HMO:s increase the use of some services by beneficiaries in the poorest hedlth, but these are the
individuals for whom HMOs reduce the utilization of other services by the greatest margin. For
example, HMO enrollees in poor health or with functional impairments were more likely to be
admitted to the hospital than would have been the case had they remained in the FFS sector. On
the other hand, HMOs reduced hospital days and home health visits most for beneficiaries in the
poorest health.

The reductions in service use show clearly that the potential for cost savings to HCFA exists.
Rough cdculations of the vaue of the hedth care resources saved by HMOs suggest that these gains
in efficiency could reduce the costs of medica services by approximately 10.5 percent. Other savings
may also be possible through the lower prices that HMOs may negotiate for provider services and

the HMOs’ less intensive use of expensive resources for hospitalized and ambulatory patients.

3. HMOs Ddiver Care That Is of Comparable Quality to the Care Rendered by FFS Providers

The reductions in service use do not appear to have led to poorer health outcomes among HMO
members. HMO and FFS patients with either stroke or colon cancer experienced very similar rates
of death and hospital readmission. Rates of in-hospital complications (for example, postoperative
fever, congestive heart failure, and aspiration) were also similar. For three separate groups of

ambulatory patients-those with urinary incontinence, chest pain, or joint pain over the past year--
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HMO patients were equally likely as FFS beneficiaries to be symptom-free by the time of the
interview. Furthermore, over 90 percent of HMO members were satisfied with the various aspects
of their care examined, and 93 percent said that they would recommend the HMO to a friend.

Although the primary interventions and outcomes are very similar for HMO and FFS patients,
there are afew indications that in some situations HMOs may be delivering less adequate inpatient
care than the FFS sector. The distance between the tumor and the margin of resection in surgery
for colon cancer was significantly shorter For HMO surgeons than for FFS surgeons, with the average
distance for HMO patients being equal to the recommended minimum distance. Similarly, HMO
physicians responded to most complications in the same manner as physicians in the FFS sector, but
were much less likely to administer chest X-rays for evaluating the postoperative fevers of colon
cancer patients (recommended in the literature for 80 to 100 percent of such patients), and they
administered pre-operative antibiotics, which are recommended by the American Society of Hospita
Pharmacists for al surgica cases, less regularly than FFS physicians. These differences indicate that
in a few areas of inpatient care there may be more instances of inadequate treatment by HMO
providers than by FFS providers.

However, thereis no indication that HMOs deliver poorer (or better) ambulatory care. HMO
patients with joint pain or urinary incontinence were equaly likely as FFS patients to see a physician
for their problems. HMO patients with chest pain were significantly less likely than their FFS
counterparts to see a physician, but the difference was due entirely to differences in careseeking
behavior. (In both HMOs and the FFS sector, every patient who contacted their doctor about chest
pains was able to see a physician. HMO patients were more likely to say that they did not contact
their physician because they felt that their problem was “not bad enough.”) HMO patients who
continued to have joint pain were less likely than similar FFS patients to report an improvement in

response to their treatment, but no such HMO-FFS difference in improvement was observed for
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those continuing to have chest pain or urinary incontinence, nor was any difference observed for the
proportion of beneficiaries whose symptoms disappeared, for any of the conditions.

HMO members were somewhat less satisfied than FFS beneficiaries with the qudity of their care,
but were much more satisfied with their out-of-pocket costs and reported broader benefit coverage.
Although avery high proportion of both groups rated their level of satisfaction with their care and
caregivers as good or excellent, HMO enrollees were significantly less likely to rate it as excellent,
whether it pertained to the personal aspects of care, the convenience of care, or the perceived quality
of care. On the other hand, HMO members were much more. likely than nonmembers to be highly
satisfied with their costs, and they identified fewer needed services for which they were not covered.

These findings suggest that HMOs are cutting costs without cutting corners on the quality of
care. The absence of differences in outcomes indicates that any differences in quality between HMOs
and FFS must be modest, if they exist. The fact that 93 percent of beneficiaries would recommend
the HMO to afriend suggests that enrollees are clearly willing to trade off lower costs and better

benefits for a somewhat lower level of satisfaction with their care.

4.  Some HMOs Do Wdl Financially in the Medicare Program, While Others Do Not

To increase the range of choices for Medicare beneficiaries, the risk program must be expanded
to additional cities and wider market areas. Such changes, in turn, require that the risk program be
financially attractive to HMOs.

About half of the Medicare risk plans earn a profit, and during the 1987 to 1990 period nearly
half (44 percent) of the 117 HMOs that contained 1,000 or more members discontinued their risk
contract in light of financia difficulties (the rate of nonrenewa was much higher among smaller risk
plans). Furthermore, very few new risk plans have joined the program in the last several years, thus
reducing the number of active risk plans from 134 in January 1987 to 81 in January 1992. While total
enrollments in the risk program have increased each year since its inception, established risk plans

were offered only in 48 metropolitan areas in 1988, containing 53 percent of the national Medicare
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population, and the number of market areas with risk plans has declined to 37 since then. Thus, the
goa of making a managed-care option widely available to Medicare beneficiaries has not yet been
realized.

The HMO:s that have prospered under Medicare risk contracting tend to be those that receive
high AAPCC capitation rates, those in which Medicare members represent a sizeable proportion of
the HMO's membership, and those that experience the most favorable selection. Most of these same
characteristics also distinguished plans that were still in existence in 1991 from those that dropped
out during the preceding four years. Based on these findings, and on the fact that HMOs in some
areas do not charge a premium, it appears that some HMOs are paid too much and others not
enough to cover their costs on risk contracts. While some HMOs prosper and continue to hold a risk
contract in areas whose AAPCC rates are modest, the failure rate in these areas exceeds 50 percent.
suggesting that the program is not likely to grow or expand unless payment rates increase. On the
other hand, in many of the high AAPCC areas, the low premiums and extra benefit coverage
encourage Medicare beneficiaries to join an HMO.

This disparity raises a clear conflict among program goals: in order to save money, the risk
program must stop paying HMOs more than HCFA would have spent on FFS care for the enrollees.
But cutting back on payments will dampen the growth of the program and make other HMOs even
less interested in joining the program than they are adready. Accomplishing both goals smultaneoudy

will clearly require very different changes to AAPCC payments in some areas than in others.

5. Medicare Risk Plans Have Little or No Effect on Medicare FFS Costs or on Medigap
Premiums

Finally, there is no credible evidence that the growth in Medicare risk plans in a market area
affect FFS costs or medigap premiums in that area. Although these possible side effects of the risk
program were desirable, rather than expected, one study (Welch, 1991) has argued that FFS costs do

decline in response to the penetration of risk plans, especially in the longer run. We found some
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statistical evidence to support this finding, but other evidence isinconsi §tent with it. However, the
mechanisms by which such effects are expected to occur are extremely weak and are more likely to
increase than to reduce costs in an area. Thus, we believe that estimates which show an effect of
HMO penetration on FFS reimbursements are likely reflecting other factors that influence both
market penetration and the changes in Medicare costs.

Medigap premiums appear to increase slightly with market penetration. This small effect may
be due to the influence of favorable selection into HMOs, leaving medigap insurers a less hedthy mix
of subscribers than before. The sizeable gap between the HMO and medigap premiums in many
market areas (the median premiums were $35 and $60, respectively) suggests that medigap insurers
are not able to be price-competitive in most areas and thus do not adjust their premiums in response
to HMO premiums or growth. For some risk plans, premiums are low because HCFA requires that
risk. plans use any difference between their expected AAPCC payments and their expected costs
(including their normal profit rate) to reduce premiums or increase benefits to beneficiaries. On the
other hand, the medigap insurers may be somewhat immune to competition from HMOs because they
may provide much of their coverage under group plans with employers which contract with the HMO
for their active employees and offer medigap coverage to their retirees. Employers are likely to be
reluctant to require that their employees change insurers and physicians upon retirement, and thus
establish subsidized medigap coverage for their retirees through their regular indemnity plan for
active employees. Recent estimates indicate that, even among firms that provide coverage to active
employees under an HMO, one-third do not offer the HMO to retirees, and only 12 percent of

retirees with the option choose HM O coverage (Foster Higgins, 1992).

'B. LONG-RUN VERSUS SHORT-RUN CONSIDERATIONS FOR THE RISK PROGRAM
Despite the fact that the risk program is currently increasing costs to HCFA rather than saving
money, our results which show that HMOs are more efficient than FFS suggest that managed care

may dtill be a cogt-effective system for delivering care to Medicare beneficiaries in the long run, for
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a least four reasons. Firdt, the incentives in the risk program are structured to minimize costs rather
than to maximize revenues. Second, risk plans have no incentive or mechanism for shifting costs, as
exists in the FFS sector--the total cost to HCFA (and revenue to HMOs) is fixed and predetermined.
Whereas the attempt to control FFS hospital costs by setting fixed rates for each diagnosis has led
to increases in the recorded severity of cases and higher levels of SNF and home health use, and
while controls on physician prices have purportedly increased volume, no such cost-increasing
incentives or opportunities exist under risk contracting. Third, the emphasis of HMOs on preventive
care could generate long-term savings, or at least lead to better outcomes for enrollees. Finally,
unlike the FFS sector, HMOs are structured to facilitate the coordination of care, and they are not
subject to various Medicare regulations (for example, home health care must be delivered or
supervised by anurse in all cases) that can inhibit the FFS sector from delivering care in the most
cost-effective  manner.

Our results confirm the cost-saving potential of the risk program--HMOs do reduce utilization
substantially, and do so without altering the quality of care. These efficiency gains could hold the
HMO's cost for the medica services consumed to a level 10.5 percent or more below the amount that
HCFA would have paid FFS providers. HMOs may realize further cost savings by negotiating
favorable prices from providers. These advantages of HMOs appear to generate sufficient savings

to enable HCFA to reduce its costs and HMOs to earn a profit, if the payment mechanism did not

overpay HMO:s for their favorable selection.

However, the long-run potential of the risk program to meet its objectives will not be achieved
without some changes. Our estimates of the increased costs to HCFA are due entirely to the failure
of the AAPCC payment methodology to adjust correctly for the favorable selectionexperienced by
risk plans, and this situation will continue until the payment mechanism is improved or selection into
HMOs becomes more neutral. Our analyses indicate that selection continues to be highly favorable

even when penetration rates and enrollment levels are relatively high. Thus, Ssmply encouraging the
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growth of risk plans will not eliminate the cost increases to HCFA. On the other hand, some action
appears to be necessary to encourage the participation of HMOs in the risk program, given the high

proportion that have discontinued their risk contract and the small number of new entrants over the

past severa years.

C. CHANGES THAT COULD HELP THE RISK PROGRAM ACHIEVE ITS GOALS

The challenge for the risk program is that the changes required to save money for the Medicare
program seem likely to make the risk program even less atractive to HMOs. Paying HMOs less than
they are currently receiving is likely to make even more HMOs drop their risk plan and may prompt
HMOs to raise their premiums, which will slow the growth in enrollment. Conversely, raising
payments to attract more HMOs will further increase the net costs to HCFA for the risk program.
What accounts for this seemingly inconsistent situation of higher costs to HCFA but financial
difficulties for many HMOs? Could any changes be made to address both problems simultaneoudy?
1. Why Do Many Risk Plans Lose Money Despite Reducing Service Utilization and Receiving

Higher Payments than FFS Providers Would Have Received?

Since plans are being paid more than FFS providers would have been paid for services to these
individuals, and because plans are managing utilization successfully, why should they be losing money?
Several plausible explanations for this anomaly have been proposed by HMOs and others: (1) the
nonmedical costs associated with Medicare risk contracting, such as the costs of monitoring and
managing utilization and the cost of marketing the plan to individua beneficiaries, may offset much
of the savings from reduced utilization, especidly in smaler plans, (2) substantid differences between
Medicare risk contracting and HMOs’ traditiona line of business exigt; (3) enrollment may be too low
in many HMOs to spread the fixed costs and the financial risk adequately; and (4) state regulations

sometimes hamper the ability of HMOs to prosper.

180



a. The Adminigtrative Costs of HMOs Offset Much of the Savings in Medical Costs

Adminigtrative cogts are perhaps the single most important reason that many Medicare risk plans
have financial difficulties despite providing cost-effective care and receiving higher payments than
Medicare would have paid for care in the FFS sector. In order to manage the service utilization of
their patients, HMOs must monitor the utilization profiles of their physicians, administer risk-sharing
arrangements (such as bonus pools or withholds), educate new physicians, pay for case management
services, and investigate out-of-plan use They must process claims for hospital, SNF, home health,
and physician care; recruit physicians (individuas or groups) into their network; negotiate rates and
contracts with various service providers;, and develop and operate a quality assurance program.
HMOs must also market their risk plan, maintain records of members’ entry into and exit from the
plan, and confirm the eligibility of patients for whom claims are submitted. Finally, HMOs must
interpret and comply with HCFA regulations for the risk program (including annual and midyear
changes to Medicare-covered benefits), state laws governing HMOs, and Peer Review Organization
(PRO) demands. Because FFS providers incur none of these costs, HMOs may be at least as
expendve as FFS providers, despite reducing medical costs.

While HMOs will already have much of the administrative structure necessary to operate their
risk program when they join the program, some of the costs are unique to the risk program and
others increase with the number of risk plan members. For example, HMOs market their commercia
products to groups of individuals (typically, employees of afirm), but must market their Medicare
plan to individuals. Group and IPA model HMOs must often also sign separate contracts with
providers for their Medicare plan (due to different utilization rates for the elderly), develop protocols
specific to the elderly, contract for a different mix of services, and spend more resources on case
management per member.

Estimates of the administrative expenses of HMOs range from 7.6 percent (Group Health

Association of America, 1991) to 13.4 percent (Shin and Brown, 1993) of the cost of providing
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Medicare-covered benefits to risk plan enrollees, which would consume a large portion of the
difference between payments from HCFA and medical costs to HMOs for Medicare-covered services.
According to our estimates from Chapter 111, HCFA made average annua AAPCC payments of
$2,478 to HMOs in 1989 for our sample members, 5.7 percent more than the projected FFS cost
($2.344). But the lower level of services delivered by HMOs would have cost about 11 percent less
than the projected FFS cost at FFS prices ($2,112). Using the FFS cost of ddlivering the lower level
of services as a crude upper-bound measure of the cost to the HMOs for these medical services, we
find a $366 annual gap between payments and medical costs. Some of this differential is used to
offset the premium charged to beneficiaries or to provide additiond services in some plans, and the
remainder covers administrative costs or is profit for the HMO. Since risk plans break even on
average, we assume that none of the average differential is profit. GHAA's survey respondents (18
risk plans) for 1989 indicated that average administrative costs for risk plans were about $21 per
member month. or $252 per year, about two-thirds of the difference between revenues and medical
costs. While these caculations are very rough and will vary widely across risk plans, they give some
rough indication of the importance of administrative costs in explaining why some HMOs have
financia difficulty, despite being paid more than FFS providers and providing cost-effective care.
Clearly, the difficulty in covering administrative costs is greatest for plans that are overpaid the least--

that is, those that experience less favorable selection or have lower AAPCC rates than the typical risk

plan.
b. HMOs Must Adapt to the Differencesin Providing Coverageto the Nonelderly and to
Medicare Beneficiaries
Because HMOs are accustomed to serving the nonaged, they must adapt in several ways to
serving the Medicare market in order to be successful. One difference between the Medicare and
non-Medicare lines of business is that Medicare capitation payments are based on Medicare FFS

payment rates for services (for example, physician visits and specidist care), which may be lower than
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the rates that HMOs are accustomed to paying providers for the same services to non-Medicare
clients. Even if the provider rates implicit in the AAPCC are not lower than the rates that HMOs
pay, the margin between the rate paid by the HMO and the rate paid by their competitors may be
considerabl}{ smaller for an HMO’s Medicare plan than for its commercial plans. Thus, while an
HMO may reap large gains on its commercia plans by negotiating a favorable price for hospital or
physician services, the gains from this source, if any, are likely to be considerably smaller for the
HMO's Medicare plan.

A second factor to which HMOs must adapt is the much higher utilization rates among the
elderly. A srong relationship exists between the ability of HMOs to control hospita utilization rates
and their financial success.

Finaly, the nature of the Medicare program may place Medicare risk plans at a competitive
disadvantage. Risk plans must bear the full cost of any increase in the demand for services from the
elimination of Medicare deductibles and copayments, whereas their primary competitor--medigap
insurers--need cover only the deductible and copayment portion of any such increase. Moreover,
Medicare does not cover preventive care, but HMOs do. While HMOs may charge higher premiums
to beneficiaries to cover this expansion in benefits, the higher premium will wesken their competitive

position relative to medigap.

c. Medicare Enrollments May be Too Low to Spread Fixed Cogts and Risks Adequately

Most HMOs have modest Medicare enrollments (the median enrollment in January 1992 was
about 7,000 members, much lower than the median total enrollment of about 27,000 for HMOs in
general). Thus, many risk plans are unable to spread their fixed costs sufficiently to lower their cost
per member month enough to be profitable. Furthermore, Medicare beneficiaries have very volatile
service needs, and a single case can cost hundreds of thousands of dollars. HMOs require a

substantial enrollment to protect them from such risks due simply to chance.
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d. Some State Regulations Hamper the Ability of HMOs to Prosper

Some states impose restrictions on the behavior of HMOs that limit their opportunities to
negotiate with providers and compete with medigap insurers. Some HMOs have indicated that their
states require that they pay hospitals the (state or Medicare) DRG rate for a specific illness, rather
than alow them to negotiate a more favorable per diem rate. One state requires that HMOs partialy
prepay physicians, rather than alowing them to pay physicians as they render services. Moreover,
some dtates dictate the maximum premium that medigep insurers may charge, and set this rate below
market value. Since risk plans fed they must set their premiums below those of local medigap plans

in order to attract members, this constraint on medigap premiums limits HM O revenues.

2. How Can the Goals of Cost Savings and Program Growth Be Met Simultaneoudy?

What modifications can be made to the risk program to enable it to save money for Medicare
without limiting program growth even further? As currently condituted, the program will never save
money, even in the long run, unless the AAPCC payment mechanism is revised to account more
accurately for the favorable selection experienced by risk plans.  With this revision, payments to
HMOs will be lower on average unless selection becomes more neutral. HMOs must bear much of
the responsibility for keeping their costsin line with payments, and some can benefit by increasing
enrollments and managing hospital use better. However, some of the necessary changes can be

implemented only by HCFA or can be facilitated by actions taken by HCFA.

a. Payment Rates Must be Adjusted to Reflect Health Care Needs More Accurately

Our results suggest that adding one additional factor to the AAPCC rate structure--a history of
‘cancer, heart disease, or stoke--could essentidly eiminate the increase in costs to HCFA (provided
that the plans are till paid only 95 percent of the revised AAPCC). This approach is similar to the
diagnostic cost group (DCG) method developed by Ash et d. (1986), but is smpler, includes a larger

proportion of beneficiaries in the high-cost group, and is not limited to the experience of the previous
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year. Data from HMOs on this or a similar factor would be much easier to verify than would some
of the risk factors proposed by others, such as measures of functioning; too, it would need to be
updated only for beneficiaries who first encountered such health probAlcms after enrolling in the
HMO. This change would induce the greatest reductions in AAPCC payments for the plans for
which the cost increases to HCFA are greatest--that is, those that experience the most favorable
selection. However, our estimates suggest that the change would eiminate only the cost increases
to HCFA; it would not lead to savings, as the program originally intended.

Severa other changes to the AAPCC could benefit HMOs without increasing costs to HCFA--in
particular, standardizing the rate paid within a given metropolitan area, reducing the year-to-year
volatility in payment rates, and tying changes in payment rates more to current market factors than
to outdated trends. These changes would make payments to risk plans more consistent with their
costs for particular members or in a particular year, enable them to plan more effectively, and reduce

the volatility of their financial performance on their Medicare plan.

b. Incentives for Greater Enrollment and More Neutral Selection Should Be Increased

Increasing enrollment in risk plans, especially among those individuals who require the most
health care, is perhaps the best way to offset the adverse effects that a reduction in payments to
HMOs for hedthy risk plan members would have on program growth. Increasing enrollments would
help HMOs reduce their costs per member month by spreading the fixed portion of administrative
costs over more members and diluting its influence. Enrollment growth would also reduce the risk
that a few serioudly ill members would create overall losses for a risk plan. Encouraging the
enrollment of sicker beneficiaries to create a more neutral mix of enrollees would keep AAPCC
payments from shrinking as the change was implemented. This change could be especidly beneficial

in light of the evaluation finding that HMOs achieved their greatest cost reductions for the

beneficiaries who normally have the greatest health care use.
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Two changes could make enrollment more attractive to beneficiaries, including those in poor
health: increasing the number of area physicians dffiliated with a Medicare risk plan, and increasing
the number of employers that provide health care coverage to their retirees through a Medicare risk
plan. The proposed reduction in AAPCC payment rates would likely engender higher risk plan
premiums for beneficiaries, which will dampen their interest in the prdgram. Increasing the likelihood
that beneficiaries could join a Medicare risk plan without changing their physicians would offset this
adverse effect substantially, and could create a more neutral mix of enrollees. Various ways to
encourage the participation of physiciansin HMOs could be devised, including offering some form
of incentive to either physicians or HMOs. Alternatively, HMOs could be offered financial incentives
for net increases in enrollments of a given size or percentage. Employers could be given financial
incentives to offer risk plan membership as a health care option for their retirees.

Other methods for encouraging enrollment in managed care are also possible, including open-
ended HMOs and preferred provider arrangements.  While different from risk plans. they give
beneficiaries an opportunity to receive Medicare-covered services in a managed-care environment,
while preserving some freedom of choice.

One option frequently proposed for increasing enrollment growth (for example, see The
President’s Comprehensive Health Reform Program, February 1992)--that is, reducing the Part B
premium of beneficiaries who enroll in an HMO--has limited promise, because it would be very
expensive and probably ineffective. It would be difficult and probably illegal to restrict such benefits
to new enrollees, hence, unnecessary Part B premium rebates would be made to 1.4 million current
enrollees. Furthermore, since only about 20 percent of Medicare beneficiaries enroll in Medicare
risk plans even in areas in which the risk plans do not charge any premium (a savings of $50 to $100
per month relative to medigap coverage), offering beneficiaries arebate of $5 to $10 per month on

their Part B premium is unlikely to attract many new members.
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Finaly. growth depends on whether HMOs with risk contracts can be encouraged to expand their
market areas and other HMOs encouraged to sign Medicare risk contracts. One way to do so would
be to pay a higher percentage of the AAPCC (for example, 100 percent) initially to HMOs that
establish a risk plan in an area in which no other plans are operating. The percentage could be
reduced each year until the 9.5 percent rate paid to established risk plans is reached. HMOs that
previoudy had risk plans could dso be polled for suggestions about the changes that could be made
to convince them to rejoin the program. Nearly 90 percent of HMOs that |eft the risk program
indicated that they would consider reentering (Bergeron, Brown, and Shin, 1991).

All of these incentives that involve payments to physicians, HMOs, or beneficiaries would have
to be temporary, in order to avoid further net increases in long-run costs. The intent of the

incentives is to help risk plans reach a size at which they can at least break even.

. Reduce the Adminigtrative Burden on Risk Plans

HCFA could also ook for ways to minimize the administrative burden that risk program rules
and requirements impose on risk plans. For example, HMOs have long complained that the PRO
process is burdensome on and redundant for them, given their own quality assurance procedures.
Mid-contract year or retroactive changes in benefits are another common complaint of risk plans.
While risk plans are now alowed to bill Medicare on a fee-for-service basis for such coverage (under
OBRA "90), such changes create added administrative burden for the HMOs. Some plans have also
complained about having to submit adjusted community rate (ACR) calculations annually. HMOs
could be polled for other suggestions that would enable them to reduce the administrative burden

associated with their risk plan.
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d. States Should Be Encouraged To Drop Regulations That Limit the Ability of Risk Plans to
Minimize Costs

Finally, HCFA could encourage states to eliminate regulations that force HMOs to pay higher-
than-market prices for hospital care or reduce their ability to impose reasonable levels of financia
risk on physicians. Similarly, states could be encouraged to allow the market to determine the
appropriate price for medigap policies rather than regulating premiums at artificially low prices. Such
changes would introduce more competitive pressure into the market, increasing the likelihood that
the twofold goal of cost reductions for HCFA and growth in the risk program can be attained.

e. Modest Changes To the Risk Program Could Enable HCFA To Reduce Costs and HMOs

To Prosper

The above suggestions for change would clearly require a much more thorough examination of
the possible consequences and operational concerns. They are put forth simply to illustrate the point
that the potential exists to improve the risk program from the perspective of both HMOs and
taxpayers. At present, HMO:s in the risk program provide care that is approximately equal in quality
to that rendered in the FFS sector, with more extensive benefit coverage, and at a much lower price
to beneficiaries than aternative coverage. HMOs successfully reduce utilization by sizeable margins
by practicing cost-effective care, and are capable of generating savings that can be shared among
beneficiaries, HCFA, and the HMO. Furthermore, although numerous HMOs have left the risk
program and others complain of financia difficulties, the nonrenewal rate' has declined, and a high
proportion of plans that have left the program would be interested in re-entering if there were
meaningful reform to the payment mechanism. With a carefully planned package of changes, it
appears that the considerable potentiad of HMOs to deliver Medicare services more efficiently could

bring savings to HCFA, beneficiaries, and HMOs.
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REPORTS FROM THE EVALUATION OF THE
MEDICARE HMO PROGRAM

Nineteen individua technica reports or case studies were produced from the evaluation of the
Medicare Risk Program. These reports, on which this summary is based, contain much more detail
about data, methodology, and findings. A brief synopsis of each report is provided below, arranged
by substantive area. Copies of the reports can be obtained by contacting Jan Watterworth, Librarian,
at Mathematica Policy Research, Inc. (609-275-2334). For questions about the contents of the
reports cal Randy Brown (609-275-2393) or the lead author of the report. The copying cost for each
report is given in parentheses following the title (add $2.50 to cover mailing costs).

Final Summary Report

“The Medicare Risk Program for HMOs--Final Summary Report on Findings from the Evaluation.”
Randall S. Brown, Jeanette Bergeron, Dolores Gurnick Clement, Jerrold W. Hill, and Sheldon
M. Retchin. Princeton, NJ: Mathematica Policy Research, Inc., February 1993. ($18.60)

The various analyses conducted over the course of this four and one-haf year evauation are
briefly reviewed and synthesized in non-technical language. Due to favorable selection, the
Medicare risk program increases costs to HCFA, rather than saving five percent as intended.
However, risk plans are successful in decreasing the utilization of various services by enrollees,
especidly the length of hospital stays, without adverse effects on outcomes (mortality,
readmission, symptom persistence). Several analyses show that HMOs reduce the volume of
services but do not restrict access to hospital or ambulatory care. Enrollees are found to be less
satisfied than nonenrollees with various aspects of their care, but few are dissatisfied and more
are more satisfied with out-of-pocket costs. Despite improved efficiency and favorable selection,
only about half of the HMOs in the risk program are profitable. The report suggests that an
adjustment in the payment mechanism for beneficiaries with a history of serious illness might
eliminate the overpayment while encouraging HMOs to seek a more neutral mix of enrollees.
HMOs must also control hospital days and enroll a sufficient number of members to spread the
adminigirative costs and financia risk.

Effects on Service Use, Costs, and the Marketplace

“The Impact of the Medicare Risk Program on the Use of Services and Cost to Medicare”  Jerrold
Hill, Randall Brown, Dexter Chu, and Jeanette Bergeron. Princeton, NJ. Mathematica Policy
Research, Inc., December 1992. ($18.20)

As aresult of favorable selection, HCFA pays 5.7 percent more for enrollees in risk plans
than would have been spent on them under fee-for-service. However, risk plans do reduce
utilization of costly services. Medicare risk plans reduce the length of stay in hospitals by about
17 percent, but, they do not affect the rate of admissions to hospitals. Enrollees in Medicare
risk plans are five percent more likely than their fee-for-service counterparts to have some
physician visits, but are less likely to have frequent visits. Furthermore, reductions in hospital
days and home hedlth vidits were greatest for beneficiaries who were in poor hedlth, had physical
impairments, or who died within nine months after interview. A crude estimate suggests that the
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reductions in utilization could cut medical resource use costs by 10.5 percent or more, so the
potential exists to eliminate the excess payments by HCFA without driving HMOs out of the
program. .The report is based on survey data on more than 12,000 Medicare beneficiaries.

“The Effects of HMO Market Penetration On Medicare Fee-for-Service Costs.” Dolores Gurnick
Clement, Phillip M. Gleason, and Randall S. Brown. Richmond, VA: Medical College of
Virginia, December 1992. ($3.70)

A variety of statisticadl models were used to estimate the impact of the Medicare risk program
on the average Medicare reimbursements for the fee-for-service sector, based on Medicare clams
data for 1984 to 1988 on beneficiaries in 48 distinct market areas with Medicare risk plans. The
results were mixed; some of the models suggested that risk plan penetration had no effect on the
fee-for-service sector, while other models indicated sizeable declines in fee-for-service costs with
modest increases in penetration. The authors indicate that the mechanisms by which risk plan
penetration might influence fee-for-service providers are weak and offer severa aternative
explanations for why fee-for-service costs may have increased the least in areas where risk plan

penetration was greatest.

“Analysis of the Competitive Effects of Medicare Supplemental Insurance Benefits and Premiums:
Implications for the TEFRA HMO/CMP Program Evaluation.” Dolores Gurnick Clement,
Randall S. Brown, Sheldon M. Retchin, Meribeth H. Stegdl, and Jon M. Thompson. Richmond.
VA: Medica College of Virginia, December 1992. ($6.20)

Contrary to expectation, the premiums paid for Medigap supplemental insurance were dightly
greater in areas with higher Medicare risk plan penetration. A regression model is used to
estimate the risk plan market penetration on Medigap premiums, in the expectation that grester
competition from risk plans would lower premiums for Medigap insurance. The authors suggest
severd factors that may explain the anomalous finding. For example, high AAPCC rates in some
areas lead HMOs to offer coverage comparable to Medigap at little or no charge to
beneficiaries, effectively diminating price competition between Medigap insurers and risk HMOs.
Alternatively, the causality between Medicare HMO penetration and Medigap insurance
premiums may be reversed--Medigap premiums are highest in areas with the highest Medicare
reimbursements, and these areas have the highet AAPCC rates, which attract more HMOs and
enrollees. In any case, it appears that HMOs exert little influence on Medigap premiumsin an
area, even if the HMO represents a sizeable share of the market.

Effects on Quality of Care

“The Qudlity of Care in TEFRA HMOs/CMPs." Sheldon M. Retchin, Randall Brown, Rhoda Cohen,
Dolores Gurnick Clement, MeriBeth Stegall, and Barbara Abujaber. Richmond, VA: Medical
College of Virginia, December 1992. ($17.50)

Comparison of the inpatient care received by HMO and fee-for-service patients for two
conditions. stroke and colon cancer surgery, showed no difference in outcome measures (deaths
and readmissions), but sizeable differencesin resource use. The length of hospital stays were
reduced by 18 percent for cerebrovascular accident and 23 percent for colon cancer for HMO
patients compared to patients in fee-For-service settings. Substantial reductions in utilization of
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mostly discretionary tests and procedures were found among HMO patients compared to the fee-
for-service setting. In addition, for patients with both cerebrovascular accident and colon cancer
there was evidence that HMOs reduced rehabilitative care relative to the fee-for-service setting
and these reductions extended to post-hospital care. The analyses are based on the hospital
records of 1,600 patients.

“Evaluation of Access and Satisfaction with Care in the TEFRA Program.” Dolores Gurnick
Clement, Sheldon M. Retchin, MeriBeth Herzberg Stegall, and Randall S. Brown. Richmond,
VA: Medical College of Virginia, October 1992. ($12.50)

Enrollees in risk plans were much more satisfied than nonenrollees with their out-of-pocket
costs and identified fewer instances in which they needed care that was not covered by their
hedlth plan. However, they were less satisfied than nonenrollees with various aspects of the care
they received, including the process, accessibility, and perceived quality of care. While on
virtually every dimension examined enrollees were less likely than nonenrollees to rate their
satisfaction level as “excellent,” less than 10 percent of either group rated their care as only “fair”
or “poor”. There appeared to be no large or systematic differences between HMO and FFS
patients in access to ambulatory care for the three symptoms examined (joint pain, chest pain,
and urinary incontinence), but for each condition enrollees were referred less often to specidists,
were less likely to have had their condition monitored, and were less likely to have had followup
visits. Nonetheless, only one of the six outcome measures examined showed enrollees to have
poorer perceived outcomes of care than nonenrollees. Over 93 percent of enrollees would
recommend their HMO to family or friends.

Enrollment and Disenrollment Behavior

“Hedth Status, Financial Barriers, and the Decision to Enroll in Medicare Risk Plans.” Jerrold Hill
and Randall Brown. Princeton, NJ. Mathematica Policy Research, Inc., June 1992. ($7.10)

Using data from a survey of more than 12,000 beneficiaries, this study examines the
differences in characteristics of Medicare beneficiaries enrolled in Medicare risk plans and those
in the fee-for-sarvice sector. Consistent with the previous findings of favorable sdlection in the
Medicare risk program, the authors found that Medicare risk plans experience favorable selection
as measured by adjusted enrollee-nonenrollee differences in various measures of health and
functional status. In addition, enrollees are more likely to face financial barriers to care, as
measured by low income or lack of supplementa insurance coverage by Medicaid or a Medigap
policy, which may partially explain why fee-for-service reimbursements for enrollees prior to
enrollment are typicaly lower for nonenrollees.

“Biased Selection in the TEFRA HMO/CMP Program.” Jerrold W. Hill and Randall S. Brown.
Princeton, NJ Mathematica Policy Research, Inc., September 1990. ($10.00)

Three measures of biased sdection suggest that the cost to Medicare for enrollees, had they
remained in the fee-for-service sector, would have been considerably less than their cost as
predicted by the methodology used to pay Medicare risk plans. The measures of biased selection
included: (1) the ratio of Medicare reimbursements for enrollees prior to enroliment in an
HMO to Medicare reimbursements for beneficiaries remaining in the feefor-service sector, (2)
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differences in the proportion of HMO members and non-members with pre-enrollment hospital
stays for illnesses associated with high future costs, and (3) the ratio of mortality rates in the
post-enrollment period for enrollees and nonenrollees, adjusted for enrollee-nonenrollee
differencesin AAPCC risk factors. Selection is distinctly favorable (from HMOs’ perspective)
for about two-thirds of the HMOs, according to any of the measures, and no HMO is found to
have adverse selection on any measure. Selection is least favorable for IPA model HMOs and
varies with other plan characteristics as well. The authors aso discuss why Medicare risk plans
may lose money even if they do have favorable sdection.

“Disenrollment Experience in the TEFRA HMO/CMP Program, 1985 to 1988.” Kathryn Langwell,
Sally Stearns, Shelly Nelson, Jeanette Bergeron, Lisa Schopler, Renee Donahey. Washington,
DC: Mathematica Policy Research, Inc., May 1989. ($7.85)

Overall, 7 percent of enrollees in Medicare risk HMOs disenrolled within the first 3 months
after enrolling, 12 percent disenrolled within 6 months, 20 percent disenrolled within one year,
and 33 percent disenrolled within two years of enrolling. More than two-thirds of the
disenrollees a each time interval examined returned to the fee-for-service sector; the remainder
switched to another HMO. The analysis of disenrollment patterns was based on 109 Medicare
risk plans with a tota enrollment of more than 830,000 Medicare beneficiaries.

Operational Issues/Case Studies

"HMQOs' Profits on Their Medicare Risk Plans” Richard T. Shin and Randal S. Brown. Princeton,
NJ: Mathematica Policy Research, Inc., February 1993 ($10.80).

Only 48 percent of HMOs examined were estimated to have made profits on their Medicare
risk business, although 57 percent of these HMOs reported overall profits based on data for
1987, 1988, and 1989. Relative costs per member month for Medicare and non-Medicare
members were obtained from HMOs’ Adjusted Community Rate calculations and used to
alocate total costs between the two lines of business. Although profit rates were not
significantly different from zero, Medicare risk plans lost $4.48 per member month on average,
while the mean overall loss for the HMOs was only $0.51. Plan features that influenced higher
profits included: for-profit status, high AAPCC rates, coverage for prescription drugs, pre-
TEFRA demonstration experience with Medicare beneficiaries, and a high proportion of
enrollment comprised by Medicare members. The authors discuss the implications of these
findings for HCFA and HMOs considering the risk program.

“Utilization Management Practices in HMOs with Medicare Risk Contracts.” Robert E. Hurley and
Richard R. Bannick. Richmond, VA: Medical College of Virginia, October 1992. ($5.50)

Utilization management is a highly important function of al 18 interviewed HMOs and is
approached by the plansin similar ways. Building cooperative relationships with physicians,
emphasizing education rather than control strategies, investing in more comprehensive utilization
information systems, managing inpatient utilization, and creating performance targets were some
of the approaches that all of the interviewed HMOs employed. Significant differences in
utilization management were also noted. Utilization managers were concerned about the
disproportionate amount of time that must be devoted to coordinating care for Medicare
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members and estimated that Medicare members required from two to four times as much effort
ascommercid members, given their higher hospitaization rates.

“Why Do So Few HMOs Offer Medicare Risk Plans in Rural Areas.” Carl Serrato and Randall
Brown. Princeton, NJ: Mathematica Policy Research, inc. June 1992. ($12.50)

Based on both datistical anayses and interviews with plan executives, this report presents the
extent to which HMOs provide services to Medicare beneficiaries in rural areas and explains why
the rate of such coverage is not higher. Rural counties covered by Medicare risk plans had
higher payment rates, larger populations, and more physicians than rural counties that HMOs
exclude from the service area of their Medicare plans but not from the service area covered by
their commercial plans. HMOs cite low payment, small population, the market power of
physicians, adverse selection, and a commitment to rural areas as factors affecting the ability and
willingness of plans to serve Medicare beneficiaries in rural areas. Only one strictly rural
Medicare risk plan was in operation in 1990.

“Why Do the Medicare Risk Plans of HMOs Lose Money?* Jeanette Bergeron and Randall S.
Brown. Princeton, NJ: Mathematica Policy Research, Inc., May 1992. ($15.00)

Telephone interviews with the executives of 20 Medicare risk plans revealed reasons why

some Medicare risk plans lose money. Unsuccessful plans had low AAPCC rates, high hospita

_ use rates, and were predominately not-for-profit plans, and group or staff model plans. Plans

that lost money falled to expose physicians to significant financial risk and attributed their poor

financia performance to a variety of factors other than high inpatient utilization. The authors

also describe how unsuccessful risk plans intend to improve their performance, discuss plans

recommendations for HCFA, and suggest why commercial success may not extend to the
Medicare risk plan for some HMOs.

“What Makes HMOs Drop Their Medicare Risk Contracts?" Jeanne McGee and Randall S. Brown.
Princeton, NJ: Mathematica Policy Research, Inc., May 1992. ($5.00)

This report examines the determinants of risk program nonrenewal with statistical analyses
and by drawing on the previous study of nonrenewing plans in the second annua report (Brown,
Bergeron, and Shin, 1991). The most powerful predictors of the nonrenewal of Medicare risk
contracts were IPA model type, smaller Medicare risk enrollment, higher disenrollment, less
favorable sdlection, having 10 percent or more of enrollees in rura counties, charging a relaively
high premium, having sizeable AAPCC differences between counties within the plan’s service
area, and experiencing financial loss on combined commercial and Medicare business. The
authors discuss the implications of these findings for risk plans and for HCFA.-

“Organizational and Operational Characteristics of TEFRA HMOs and CMPs." Shelly Nelson,
Kathryn Langwell, Randall Brown, Barbara Brown, Nancy Carleton, and Gary Swearingen.
Princeton, NJ: Mathematica Policy Research, Inc., March 1990. ($10.25)

Based on persona interviews with key staff in 41 Medicare risk plans in late 1988, this report
highlights the gtriking diversity among plans with respect to incentive structure, utilization control
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mechanisms, benefits, premiums, copayments, enrollment. disenrollment, and quality assurance
plans. Mogt risk plans (about 60 percent of those interviewed) paid physicians a capitation; very
few paid physicians on afee-for-service basis. About half withheld a portion of payments to
physicians for later distribution, based on their utilization profile. Risk plans also used a variety
of utilization control procedures, with 80 percent using primary care gatekeepers, and virtually
al conduct concurrent reviews of inpatients. The authors devise a rough index of HMOs' ability
to control utilization based on the strength of controls, the types of financia incentives, and the
strength of the tie between physicians and the HMO. They find that capitation is the most
critical factor in controlling utilization, but capitation, combined with a strong bond between the
HMO and providers produced the greatest control.

“Report on HMO/CMP Utilization and Cost Data Availability for the TEFRA Evauation.” Nancy
Carlton and Gary Swearingen. Washington, DC: Mathematica Policy Research, Inc., May 1989.
($4.25)

Based on personal interviews with staff from the management information departments of
41 HMO:s, this report summarizes the data capabilities of the plansin this study and discusses
the implications for data collection strategies for the evaluation. The authors found that data
are more available for services that are rendered outside the HMO, for which the HMO receives
a bill. Because of their financial and payment orientation, IPAs were found to have a higher
level of data availability than staff or group model plans. The authors also found that HMOs
with 5,000 or fewer Medicare enrollees have overall higher levels of dataavailability for more
data items than larger HMOs. Overal, the availability of aggregate level data is higher for
HMOs than the availability of individual level data. The authors conclude that obtaining
individual level utilization and cost data from a representative sample of plans would be
problematic.

Annual Reports

“The Third Annual Report of the Evaluation of the TEFRA HMO and CMP Program.” Jeanette
Bergeron and Randall S. Brown. Princeton, NJ: Mathematica Policy Research, Inc., February
1992. ($13.00)

The authors describe the changes in program participation and enrollment, review the findings
from the evaluation to date, and document the changes in legislation affecting risk plans.
Changes in enrollment, disenrollment, premiums, benefits, and market characteristics of Medicare
risk plans are presented and the effect of the characteristics of risk plans on premiums and
enrollment levels is anadyzed.

“Second Annual Report of the TEFRA HMO and CMP Program Evaluation.” Randall S. Brown,
Jeanette Bergeron, and Richard Shin. Princeton, NJ: Mathematica Policy Research, Inc., April
1991. ($9.80)

This report documents the changes in legidation, program characteristics, and program size.
and reviews the findings from the evauation through 1990. Based on interviews with 34 plans
that did not renew their risk contracts, the authors discuss reasons for risk contract nonrenewal.
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and the suggestions that former Medicare risk plans offered on ways to improve the Medicare
risk program.

“The Evauation of the TEFRA HMO/CMP Program: First Annual Report.” Jeanette Bergeron.

Randall S. Brown, and Jerrold Hill. Princeton, NJ. Mathematica Policy Research. Inc., June
1990. ($6.50)

The changes between 1985 and 1989 in enrollment, disenrollment, and the characteristics of
plans in the risk program and of plans that did not renew their risk contracts are presented. The

authors also summarize the research design for the evaluation and activities for the second phase
of the evaluation.
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SURVEY DATA

The beneficiary survey of nearly 13,000 Medicare beneficiaries provided primary data for the
analyses of the effects of Medicare risk plans on the use and cost of services. satisfaction with care,
access to care, and beneficiary choice. In Section A, we explain how the sample of enrolleesin
Medicare risk plans and the geographically matched sample of nonenrolled beneficiaries were
‘selected. In Section B, we document the completion rates for beneficiaries contacted for interviews

and the percentage of interviews completed by proxy respondents.

A. SAMPLE SELECTION

The analysesin this evaluation were based primarily on survey data collected from a stratified
random sample of 6,476 beneficiaries who were enrolled in a Medicare risk plan as of April 1, 1990
(the “enrollee sample”) and a dratified random sample of 6,381 beneficiaries who did not enroll but
resided in one of the 44 market areas where these risk plans were operating (the “nonenrollee
sample”). The nonenrollee sample was selected to match the distribution of enrollees across ZIP
codes, to ensure that service environment and regiona variations in practice patterns were the same
for both groups. Enrollees and nonenrollees were required to be eligible for both Part A and Part
B of Medicare coverage as of March 31, 1989 or earlier, to ensure that data on hospital staysinthe °
past year reflected the beneficiary’s Medicare experience. Telephone interviews, requiring

approximately 25 minutes to complete on average, were conducted between May and October 1990.

1. The Enrollee Sample

The enrollee sample was restricted to individuals who had been enrolled a least since January
1, 1990, in order to increase the likelihood that interviewees would have had some exposure to the
HMO by the time of the interview. The enrollee sample was aso redtricted to beneficiaries who were

members of one of the 75 plans that contained at least 1,000 enrollees as of February 1, 1990.
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according to the February status report issued by HCFA'’s Office of Prepaid Health Care (OPHC).
This restriction was imposed so that conclusions about differences across types of plans would not
be distorted by the inclusion of plansthat were very new or that participated at a very limited level
in the risk program.

These eligibility criteria encompassed about 88 percent of the total number of beneficiaries
enrolled in Medicare risk plans as of April 1, 1990, according to HCFA’s Group Health Plan
Organization (GHPO) file of al beneficiaries ever enrolled in Medicare plans. Thus, the sample
should be representative of the great majority of enrollees for that time period. Less than 1 percent
of enrollees belonged to one of the 20 active Medicare risk plans that contained less than 1,000
members as of the preceding month; hence, this redtriction had virtualy no effect on our estimates.
A surprisingly high proportion, 7.3 percent, of those enrolled as of April 1, 1990 had been enrolled
for less than three months. About 4.3 percent of enrollees had been enrolled long enough in an
established plan but had not been entitled to full Medicare benefits for the 12-month period
preceding the start of the survey (that is, since March 31, 1989).

We used data from the February 1990 report prepared by the OPHC to calculate overall sample
Szes and to stratify across HMOs and market areas. The samples were selected from the enrollment
file maintained by HCFA’s GHPO office for enrollees as of April 1, 1990, since that was the most
current file that we could obtain.

Overadl, 1,142,889 bendficiaries were enrolled in Medicare HMOs as of April 1, 1990, according
to the GHPO file (HCFA’s OPHC reports indicate a slightly smaller number). Hence, the sample
of 6,476 enrollees represents approximately 0.6 percent of al enrollees at that time. Because

response rates were dightly higher than anticipated, the sample size exceeded the target sample size
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of 6,281, which is the number of observations required to detect a 10 percent difference in the
probability of hospitalization with 80 percent power.’

We gratified the sample by HMO in order to obtain the maximum representation of the enrollee
population. ‘In general, the target number of interviews per HMO was set equal to .00565 times the
number of enrollees in the HMO as of February 1, 1990, according to the OPHC report for that date.
However, in order to increase our flexibility to give equal weight either to each enrollee or to each
HMO without mgjor sacrifices in the statistical precision of either type of estimate, we set a minimum
sample size of 40 for each HMO, and proportionately reduced the number of cases selected from the
four largest HMOs in order to maintain the same total number of interviews. Thus, for half (38) of
the HMOs (al those with less than about 7,100 enrollees), our target number of completed interviews
was 40. For the four largest HMOs (with enrollments of about 80,000 to over 150,000), we reduced
the sampling rate to about .004, yielding target sample sizes of 325 to 627 per plan (still far more than
the target sample size of 237 for the fifth largest risk plan). For the 33 plans whose enrollments
ranged between 7,100 and 42,000, we set the target sample size equal to 0.565 percent of the total
enrollment on February 1, 1990.

To ensure that the desired sample sizes were achieved, we sdected samples of twice the target
sample size from each HMO. We then divided cases randomly into groups of 500 cases, which were

released for interviewing as required until the overall target sample size was reached.

2. The Nonenrollee Sample
In selecting the nonenrollee sample, our goal was to match the distribution of the enrollee
sample across market areas. We selected somewhat larger samples of nonenrollees than enrollees

in each of the 44 areas, to ensure that the desired number of completed cases were obtained;

"The sample size caculations were based on the assumption that 20 percent of beneficiaries are
admitted to a hospital in any given year. Detecting an effect of 2 percentage points on a binary
variable with a mean of .20 in atwo-tailed test at the 5 percent significance level requires samples
of 6,281 casesin each group in order for the test to have 80 percent power.
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previous experience indicated that the response rate for nonenrollees was likely to be somewhat
lower than for enrollees. We computed sample sizes by ascertaining the number of enrollee cases
actually selected in each ZIP code (to ensure a close geographic match between enrollees and
nonenrollees within market areas), and multiplying these counts by the expected response rates for
enrollees and dividing by the expected response rate for nonenrollees. This procedure yielded the
number of nonenrollee cases to be selected from each ZIP code.?

We used HCFA’s Hedlth Insurance Master (HIMRS) file, which contains the names and
addresses of beneficiaries, to select the nonenrollee sample. The HIMRS file comprises a 5 percent
sample of beneficiaries. The nonenrollee interview sample was selected at random from this 5
percent file, subject to the following restrictions: (1) the beneficiary had to have been entitled
continuoudy to Medicare Parts A and B since March 31, 1989 or earlier, and (2) the beneficiary must
not have been enrolled in a Medicare risk plan at any time since April 1, 1989. These restrictions
ensured that reported utilization reflected the beneficiaries experience in the Medicare FFS sector.
After we selected the nonenrollee sample, we divided it randomly into groups of 500 cases, which
were then released for interviewing as required.

With this sampling plan, weighting enrollee observations to reflect their probabilities of selection
(so that the sample reflected the enrollee population) or to give each Medicare plan equal
representation led only to a modest loss in statistical precison. With a minimum sample size of 40,
the weights required for analyses for which each plan received an equal weight were closer to 1.0
than those that would be required with simple random sampling. (The maximum weight expected

from random sampling would be 12.01, but was only 2.89 in our sample.) Similarly, for the four

2Some enrollees had address information that was clearly incorrect (for example, an address in
an entirely different part of the country from where the HMO was located). Hence, we computed
the percentage of enrollees in a given ZIP code by using only the set of enrollees whose listed place
of residence was in one of the counties served by the Medicare plan to which the enrollee belonged.
The number of sample enrollees from a given plan who resided in a given ZIP code was then
estimated as the total number of plan enrollees in the sample multiplied by the estimated percent
who resided in that ZIP code.
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largest plans, which were undersampled, the weights were adso closer to 1.0. (The minimum weight
expected from random sampling would be .10, but was.14 in our sample.)

For most analyses in this evaluation, observations from each plan are weighted to reflect the
plan’s proportion of the program population. Thus, weights for enrollee observations from the
oversampled plans are less than 1.0. Weights greater than 1.0 are required for the observations For
the four largest plans, which were undersampled. Once again, the loss in efficiency is very modest,
since the Iarges.tl value for the weights is 1.61.

As noted earlier, the number of nonenrollees selected randomly For interviews was determined
so that the expected number of completed interviews of nonenrollees in any market area would be
equal to the expected number of completed interviews of enrollees who resided in that area. For al
analyses in this evauation, nonenrollees were weighted to match the distribution of weighted enrollee
observations by geographic area. (The proportion of weighted observations for nonenrollees from
a given county matched the proportion of weighted enrollee observations from the same county.)
Thus, the weight for nonenrollees in any area is approximately equal to the average weight for

enrollees in that area.

B. SURVEY COMPLETION RATES

Between April and November 1990, MPR interviewed 6,476 enrollees in Medicare risk plans and
a geographically matched sample of 6,381 nonenrolled beneficiaries. Overall, 81.6 percent of the
enrollees and 72.6 percent of the nonenrollees completed the interview. The lower completion rate
for nonenrollees can be attributed primarily to the larger proportion of nonenrollees who could not
be contacted because they had an unlisted telephone number, no telephone, or an incorrect address,
16.6 percent of nonenrolleesidentified for interviews could not be contacted, compared with 12.1

percent of enrollees (see Table B.2). Thus, this factor alone accounts for about one-half of the

difference in response rates. Few beneficiaries in either sample (4.2 and 7.2 percent) refused to
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— complete the telephone interview, perhaps because each prospective interviewee had received a letter

that detailed the purpose of the survey.

TABLE B.2

RESPONSE RATES AND REASONS FOR NONRESPONSE

Enrollees Nonenrollees
Complete 81.6 % 72.6 %
Incomplete 184 % 27.4 %
Telephone number unavailable 121 % 16.6 %
Refused 42 % 7.2 %
Unable to respond 17 % 25 %
Never answered/telephone problems 0.4 % 1.1%
Total Number of Interviews Attempted 7,937 8,798
Total Number of Interviews Completed 6,476 6,381

Interviews were completed by either the beneficiary or a proxy respondent. The percentage of
proxy respondents was consderably lower for enrollees than nonenrollees, 9.5 versus 17.2 percent.
Survey nonresponse is a potential source of bias, since nonresponders may systematically differ
from responders in their Medicare costs and use of Medicare-covered services. To assess the degree
to which our key impacts estimates may be affected by nonresponse bias, we assembled data on
hospital utilization and alimited number of demographic characteristics for enrollees from several
HMOs and for nonenrollees from Medicare (MADRS). The HMO data were for all enrollees--
survey responders and nonresponders-—-selected for interview from the severd HMOs. Similarly, the
MADRS data were assembled for al nonenrollees selected for interview--survey responders and
nonresponders. From these data were able to assess whether key impact estimates were significantly
different when the estimation sample included and excluded nonresponders. The analyses find no

significant difference in impacts generated from samples including and excluding nonrespondents.
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The results indicate that the estimates obtained from the survey data (i.e., on responders) should not
be biased by nonresponse.
Item nonresponse was generally very low for the numerous variables we incorporated into the

analysis (less than 1 percent). For a few sengtive variables, nonresponse rates were much higher (the

_highest rate was for income, approximately 10 percent). In order to maintain sample sizes in the

analyses, we used sample means for missing values for the small number of variables where item
nonresponse exceeded 3 percent. In regression analyses a dummy variable was used to denote
whether a sample mean replaced a missing value for an observation, relaxing the assumption that

those who fail to respond to a particular question had the same value for that variable as did the

responders.
Finally, it is useful to note that the interviewed enrolles had substantial exposure to the HMO.
The mgjority of enrollees in the survey were enrolled more than 3 years at the time of interview, and

only 11 percent had been enrolled for less than one year, as the following distribution shows:

Length of Enrollment: Percent of Enrollees:
1 year or less 111
> 1to 2 years 196
> 2to3years 17.3
> 3to4years 24.1
> 4to 5years 119
> 5to 6 years 7.3
> 6 years 8.6

211






APPENDIX C

SAMPLE DESIGN AND ABSTRACTION
OF HOSPITAL MEDICAL RECORDS






SAMPLE DESIGN AND ABSTRACTION OF HOSPITAL MEDICAL RECORDS

To edtimate differences between HMOs and the fee-for-service sector in the quality of inpatient
care, data were abstracted from hospital records on random samples of Medicare beneficiaries in the
two sectors for patients with colon cancer or a cerebrovascular accident (CVA). In this appendix.
we describe the instruments used to abstract the data, and the €eligibility criteria and design for

selecting the sample of patients and hospitais.

A. DEVELOPING ABSTRACTION INSTRUMENTS

Both of the instruments used for abstracting inpatient data were adaptations of previously
developed instruments that had been used successfully in recent studies of quality of care. The
elements of care examined through medica record abstractions ranged across the spectrum of care,
from history-taking to test-ordering, and from disease staging to actual patient outcomes. In addition,
information on hospital and physician characteristics from the two samples were evaluated. To
examine differences in care attributable to characteristics of physicians, the names of two physicians

of record were recorded in each abstracting form. Data on these physicians were obtained from

published sources.

1. Adapting the NMCE Colo-rectal Cancer Abstracting Form

The Medical Record Abstracting Form for Colo-rectal Cancer, which was developed for the
Nationa Medicare Competition Evaluation (NMCE), was used as a basis for drafting the abstraction
form for colon cancer for this study. Evaluation staff and three clinical specialists augmented the
NMCE instrument with the generic sections discussed above (on digibility, patient characteristics,
etc.), and twenty-five specific items designed to provide more detailed data related to the surgical
treatment of colon cancer. Additional inclusion and exclusion criteria screened out ineligible cases.

The section collecting data on the medical workup prior to and at the time of admission was
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expanded to collect data on preoperative risk factors. The nursing assessment was evaluated for
completeness and quality. Reference material was included in the abstracting form to assist the
abstractor in determining the patient’s functional level on the day of admission. Although limited
information. is available in the hospital record on the preadmission diagnosis of colon cancer,
guestions were added to address this through the pathology report. The instrument was pretested

using copies of medica records of patients hospitalized for treatment of colon cancer at two different

hospitals.

2. Developing the CVA Abstracting Form

We adapted the form developed by The RAND Corporation for abstracting information from
the medical records of patients with cerebrovascular accident (CVA). The RAND Corporation,
under contract to the U.S. Department of Health and Human Services (Health Care Financing
Administration), designed the medical record abstraction form for use in an evaluation entitled
“Assessing Quality of Care for Hospitalized Patients with Cerebrovascular Accident.” The form was
intended to measure the complexity of the case, the process of care, and the outcomes experienced
by the patient. Thus, it was suitable as a basis for our evaluation, but because our purpose and level
of resources differed From the Rand study, it was necessary to modify the abstraction forms. A
number of items were deleted, others were added, and changes were made to lessen the burden on

hospitals and time required for abstractors to complete their work.

B. ELIGIBILITY CRITERIA
To sdect gppropriate samples for the evaluation of the care in HMO and FFS settings, digibility
requirements were selected so as to yield a clinicaly homogeneous population for which the qudity

of care criteria established were relevant. These eligibility criteria were:
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Eligibility Criteria for Colon Cancer:

1. diagnosis of colon cancer (ICD-PCM 153.X)

2. colorectal surgery performed during the admission to be abstracted (ICD-PCM 45.X,
46.X, 48.X). Cases with 45.0-45.41 as the QNLY procedure performed during the
hospital admission were excluded. These cases represent patients who have had only
diagnostic procedures on the large intestines, or have had only loca excision of a polyp
through colonscopy.

3. at least 65 years old
4. at least a 24 hour stay during the admission for the operative procedure

5. sufficient information in the medica record to make adequate judgments on a least 75%
of data to be abstracted’ to be counted as an abstracted case

6. Patients who had been previously operated on for ¢alon cancer were excluded in the
sample. Patients who had been previously operated on for other cancers were not
excluded.

Eligibility Criteria for Cerebrovascular Accident:

1. diagnosis of cerebrovascular accident (CVA), stroke, or cerebral thrombosis. These
diagnoses include the following ICD-9-CM codes: 431, 434.X, 436.X

2. If a physician noted that all of the marker CVA symptoms resolved within 24 hours then
the patient was INELIGIBLE. Answer was on the admission history and physicd, consult
or progress reports from day 1 or 2, and the discharge summary.

3. If first symptoms associated with CVA had onset more than 14 days prior to the
admission then the patient was INELIGIBLE. Answer should be based on the admission
history and physical, consult or progress reports from day 1 or 2, and the discharge
summary.

4. If patient had any of the following diagnoses then the case was considered INELIGIBLE:
Subdural bleed, Multiple sclerosis (MS), Head trauma resulting in skull fracture,
Meningitis, Encephalitis, Brain abscess, primary or metastatic cancer involving the brain,
On chronic diaysis or history of kidney transplant.

5. If patient was noted to have evidence of definite, probable, or possible new myocardial
infarction (MI) or heart attack on an EKG report ON DAY ONE, then the patient was
INELIGIBLE.

! This figure is arbitrary. However, the case should not be abstracted if much of the information
in the record is missing (e.g., pages missing). The number of records for which this happens.
however, should be logged.
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6. If thepatient DID NOT have AT LEAST ONE of the following symptoms or signs on
admission, then the patient was considered INELIGIBLE:

Visual deficit: loss of or diminished eyesight, blurred vision, field defect, optic
atrophy, hemianopsia or visua inattention

Sens\ory/motor deficit of face: change in feeling, tingling, numbness or paralysis of
f ace

Speech deficit: aphasia, dysphasia, dysarthria, difficulty talking, Slurred speech

Motor deficit of limbs: compromise, paralysis, paresis, weakness of extremities
(fingers, hands, arms, toes, feet, or legs); ataxia, abnormal gait

Sensory deficit of limbs:  change in feeling, tingling, numbness, dysesthesia,
paresthesia of extremities (fingers, hands, arms, toes, feet, or legs)

Coma: comatose, unresponsive, unarousable, coma vigil, unconscious, responding only
to painful stimuli

Symptoms of neurologic change:  somnolent, lethargic, poorly arousable,
semicomatose, stuporous, obtunded (exclude seizure, syncope, restlessness or
agitation)

Exhibiting posturing: described as decerebrate or decorticate

Not responding to touch or tactile stimuli

Unable to follow commands

Confused or having a seizure

C. SAMPLE DESIGN N

To assess the differences between the quality of care delivered in HMOs and in the FFS sector,
we required samples of patients in the two sectors that were comparable, representative of the
populations being compared, and sufficiently large and unclustered to yield a high probability of
detecting important differences between the sectors. The requirement that the samples be
comparable--similar on other dimensions that might affect the quality of care--increases our

confidence that any observed differences between the groups are attributable to the different styles
of care in the two sectors. The requirement that the samples be representative ensures that the

findings are not due to the peculiarities of a particular group of HMOs, hospitals, or patients that
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were sampled. The fact that concentrating observations in afew HMOs or hospitals leads to lower
stetistical precision led us to spread the samples over a sizeable number of HMOs and hospitals. This
alocation aso helped to achieve the goa of minimizing the burden on any of the individua hospitals
included in the study.

To achieve these objectives, we used a three-stage sampling approach to select the samples of
patients whose medical records were to be abstracted. For the HMO samples, we first selected a set
of HMOs that would be representative of the Medicare risk program, then selected (for each
condition) a set of hospitals from which to draw patients, and, randomly selected specific individuals.
For the FFS samples, we identified specific counties from which to draw beneficiaries, then selected
(for each condition) a set of hospitals serving beneficiaries resding in these counties, and then chose
the samples of patients from these hospitals. Below we describe the sample size, dlocation across

HMOs and hospitals, and method of selecting these samples.

1. Sample Size

To obtain the desired level of precision, samples of 400 patients in each sector were required
for each condition. With samples of this size, we have 80 percent power to detect effects of 10
percentage points on binary outcome variables with amean of SO, using atwo-tailed test at the .05
sgnificance level. For binary variables with a very high mean vaue (e.g., .90), the detectable
difference at 80 percent power is about 5 percentage points.

Based on the actua means and variances of some key quality of care measures from our study,
we have 80 percent power to detect effects of about 2 days on the average length of stay for CVA
patients, for which the mean value in the fee-for-service sector was about 10.5 days. The detectable
effect on whether preoperative antibiotics were given to colon cancer patients is about 4 percentage

points, but the mean value for the fee-for-service sample was nearly 95 percent.
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Given the strategy of conducting tests at the .05 level, we can be confident that observed
significant differences between the two sectors in the sample reflect true differences in the
population. With the sample sizes available, we can also be reasonably confident that when
a ggnificant-difference is not found in the sample for a given outcome variable, the difference in the

population, if any, is not large.

2. Allocation of the Samples

Twenty HMOs were originaly selected for the quality of care study. The number of HMOs
included in the study was limited because patient lists had to be obtained from the HMOs and gaining
access to hospitas and abstracting data from many different locations would be costly. Twenty plans
was deemed sufficient to yield the required number of cases, given the estimated incidence of colon
cancer and CVA, and to provide arepresentative mix of plans.

To ensure that the set of plans selected would cover a range of sizes and be representative of
the enrolled population, the sampling strategy was to select the 20 plans randomly, with the
probability of selection being proportional to enrollment, using an interval sampling approach
(described in section 5 below). For each condition, twenty cases would be drawn from each of the
HMO:s, with the sample allocated equally across 4 hospitals, which were to be selected with a
probability proportional to the number of cases at that hospital. This approach ensures that each
enrollee with the chosen diagnosis has an equd probability of being selected for the sample, provided
that the incidence of the condition is equal for different plans. The FFS sample of nonenrolled
beneficiaries would be drawn from the same market areas, and allocated across market areas so that
it would match the distribution of the enrollee sample. This plan was revised somewhat to

accommodate severa factors:

. One of the 20 plans declined to participate

. Some plans had fewer than 20 patients with the tracer condition (especialy colon cancer)
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* Because of their large size, 4 plans were selected with certainty
* Some plans used only 1 or 2 hospitals

Some hospitals had fewer than 5 cases

The details of how these problems were resolved are described in Retchin, et a. (1992).

The FFS samples were more straightforward. The total number of cases to be selected from a
given market area was set equal to the number of HMO cases allocated to that area. Cases were
then allocated across counties within the market area so as to match the geographic distribution of
enrollees in the Medicare HMOs in the sample. The number of hospitals selected from the set of
hospitals serving beneficiaries residing in a given county was one-eighth of the number of casesto
be drawn from the county. Eight cases were then selected at random from each of the chosen

hospitals.

3. Selection of the HMO Sample

The HMO sample was selected in the Fall of 1989, based on the enroliment of Medicare risk
plans as of September 1989, in order to allow ample time to obtain the cooperation of HMOs,
receive their lists of patients having one of the tracer conditions, select the hospital samples from
these lists, and obtain the hospitals agreement to pull the selected cases and allow us to abstract the
data. The set of eligible plans was limited to the 82 plans having 1,000 or more members as of
September 1989, since smaller plans would have few or no cases. Plans were sdected by “interval
sampling,” a pseudo-random procedure that yields a higher probability of sdlection for large HMOs,
but enables the analyst to ensure that each individual patient has an equal probability of selection.

The 20 HMOs selected were geographically dispersed and include 62 percent of the total
Medicare risk enrollment as of September 1989. Thus, the ultimate sample should be representative

of the population of Medicare risk enrollees and the care they receive. The plans were located in
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12 different states (typically, from only one metropolitan area in each of these states). One state
contained four plans, five states had two plans each, and six of the states contained only one plan.

Only one of the 20 selected plans declined to participate in the study. This decision was made
so late in the process that a replacement plan could not be selected. Hence, the sample was
reallocated over the 19 participating plans as described in the previous section. Five of the 12 sites
are in the West, while only one site is in the South, reflecting the much greater proliferation of
HMOs in the West than in the South. As Table C.I shows, the 19 participating plans had a

distribution by model type very similar to that of the full set of 82 plans.

TABLE C.1

DESCRIPTION OF PARTICIPATING HMOS BY MODEL TYPE

Percent of Percent of
Modd Type All Plans Sample Plans
IPA 48 % 47 %
Group 36 % 32 %
Staff 16 % 21 %
Total 100% loo %

As noted earlier, the sample is heavily weighted toward the larger plans. However, this is appropriate
since the results are intended to reflect the experience of the risk program in its entirety. To obtain
a sample that is representative without having to use sample weights, each individua should have an
equal probability of being selected for the sample. When only alimited number of plans are to be
selected, the requirement of equal probability of selection for all enrollees means that large plans

must have a higher probability of inclusion than small plans.?

%Since enrolleesin the small plans who have the tracer condition will almost surely be selected
for the sample if their HMO is chosen, the smaller HMOs must have alower probability of being
selected to begin with, to offset this higher probability.
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The HMO:s that agreed to participate then provided lists of their enrollees who had been
hospitalized during 1989 for colon cancer or CVA, aong with the name of the hospital to which each
had been admitted. These lists were used to tabulate for both conditions the number of €igible cases
treated at each hospital. Six of the HMOs had too few colon cancer cases (less than 16); two of the
plans had too few CVA cases (less than 16). Ail of the eligible cases in these small HMOs were
included in the sample, except for one HMO in which, the 10 colon cancer cases were spread over
9 different hospitals. In this instance, only 4 hospitals were included. The shortfall in cases arising
from these plans and from the nonparticipation of one of the 20 plans was then spread across the
other plans by multiplying the originally planned number of cases from each HMO by the factor
necessary to make up the shortage (1.31 for colon cancer; 1.19 for CVA). This led to samples of 21
cases in each of the 10 mid-sized plans for colon cancer, and an average of 48 cases in each of the
3 largest plans (sample sizes were proportiona to enrollment in these larger plans). For CVA, which
is more common than colon cancer, only 2 plans had a shortfal of cases. Thus, the number required
from the other HMOs was somewhat smaller: 19 cases from each of the 14 mid-sized plans and an
average of 44 cases from each of the three largest plans.

Once the number of cases was determined, the hospitals were selected using the procedures
described in Retchin et a. (1992). Four hospitals were selected for each smal and mid-sized HMO,
when possible, with probability proportional to size. For the three largest plans, the number of
hospitals chosen was set equal to one-eighth the number of cases to be drawn from the HMO. For
each HMO, separate hospital samples were drawn for the two conditions.

In total, 65 hospitals were selected for the colon cancer sample for enrollees, and 71 hospitals
were selected for the CVA analysis. For many plans the same hospitals were selected for the two
conditions, since HMOs tended to rely on relatively few hospitas for virtually al of the inpatient care

provided. Also, in areas with multiple plans, a given hospita was sometimes selected multiple times.
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In any case, however, the average number of cases drawn from a given hospital, for either condition,
was about 6.

Patients whose records were to be abstracted were selected at random from the hospital-specific
lists of HMO patients (unless all of the cases were needed). Since some patients would be found to
be ineligible for our sample according to our criteria, we assigned random numbers to all of the
patients at each hospital in the selected sample and listed them by order of selection. The abstractors
at each hospital were told how many cases to complete at each hospital, and instructed to proceed
down the list of cases until the desired number of eligible cases had been abstracted. For both

conditions, we found approximately 23 percent of the HMO cases to be indligible or unavailable.

4. Selection of the Fee-for-Service Sample

The sample of beneficiaries receiving care in the fee-for-service sector was drawn from the
primary counties served by the HMOs in the sample, as described above. Limiting the counties
included in any plan’s market area to those containing at least 10 percent of the plan’s total
enrollment as of September 1989 yielded a set of 31 counties in the 12 market areas. The number
of cases to be drawn from each county was determined and MEDPARS files were used to rank order
hospitals by the number of colon cancer and CVA patients in 1989 who resided in the county of
interest. The number of hospitals selected for each county was one-eighth of the number of cases
to be drawn (rounded up to the nearest integer). Approximately 60 hospitals were selected for each
condition (some hospitals were selected for both conditions). In none of the counties were hospitas
selected with certainty. Thus, an equal number of cases was selected from each of the hospitals
chosen from a given county. About 15 percent of the FFS cases were found to be ineligible or

unavailable.
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5. Replacement Cases

In afew hospitals, especially for the HMO samples, we were unable to complete the desired
number of abstracts, because there were too few €eligible cases available. In most hospitals
replacement cases were available, however, this was not the case for some hospitals with only a few
cases. In these instances we selected replacement cases from other hospitals that were used by the
same HMO and were aready in our sample. These replacement cases were allocated across the
other hospitals used by the HMO in the same proportion as the original sample, to the extent
possible. For the smal HMOs, where al of the available cases were to be abstracted, no replacement
cases were available within the plan. For these HMOs, replacement cases were selected from the
patients of other HMOs. Where possible, the cases were drawn from hospitals used by another
HMO in the same market area and already included in the sample. If no replacement cases were
available from that area, they were drawn from an HMO of comparable enrollment size in a different

market area.

6. Comparability of HMO and FFS Samples

For the four samples (colon cancer and CVA, for HMO and non-HMO patients), 256 hospitals
were selected. Because many hospitals were chosen for both the HMO and FFS samples, For both
conditions, or for multiple HMOs, the sample comprised only 156 unique hospitals. The tota number
of cases abstracted from a hospital ranged from 1 to 48, with an average of 10 cases per hospital.
Table C.| givesthe distribution of hospitals and cases across states for the four samples.

The colon cancer and CVA samples were both fairly well balanced between enrollees and
nonenrollees; that is, in most areas the number of enrollee cases and nonenrollee cases were
approximately equal. The number of hospitals from which the samples were drawn were also smilar,
though somewhat smaller for the nonenrollees. Thus, the extent of clustering of the cases was
comparable for the two beneficiary groups (about 6 cases per hospital for each group for each

condition), both overall and within areas. Any observed differences between the enrollee and
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nonenroilee samples on quality of care measures are therefore not attributable to differences across
areas in practice patterns or to the influence of a small number of hospitals.

The hospitals used by HMO patients in the study offered a smilar range of services to the FFS
hospital on-average. Very few differences in services relevant to the studies performed for this
project were found between the HMO and FFS hospitals in the sample. One noteworthy exception
was the provison of therapeutic radiologic services (i.e., radiation therapy), which were more often
available at hospitals where FFS patient records were reviewed exclusively, or a hospitals where both
HMO and FFS records were reviewed. Since one of the tracer conditions may require radiation
therapy as a therapeutic option (i.e., colon cancer), the non-availability of this service could be

important.

D. RECRUITING AND TRAINING OF NURSE ABSTRACTORS

Reliable abstraction of datafrom medical records requires the use of staff with a strong clinical
background and intensive training on the particular instruments to be employed. Thus, in each of
the 12 market areas we hired 1 or more registered nurses with extensive clinical experience and
strong educational credentials, and required each to attend a rigorous five day training sesson on the
instruments. The number of nurses hired in a particular area depended upon the number of abstracts

to be completed.

E. FIELDING

1. Participation Rates

The HMOs and hospitals selected for the study were remarkably cooperative. As indicated
earlier, 19 of the 20 HMOs that were asked to participate did so, providing the required lists of
Medicare patients with colon cancer surgeries (ICD-9 codes 153.xx) or CVA (ICD-9 codes 431.xx,
434.xx, and 436.xx). Even more impressive was the participation of all 156 hospitals that were

contacted. In addition to providing access to the medical records, 44 hospitals also provided
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photocopies of medical records for two eligible cases, for use in our assessment of inter-rater
reliability. The 100 percent participation rate of hospitals was attributed to the advance letter from
HCFA requesting the hospital’s participation and to the design of the study, which minimized both
the number of cases drawn from a hospital and the burden on hospital staff and facilities.

Fielding took place over the period September 1990 through February 1991, with each abstractor
being expected to complete about 80 abstracts on average, subject to the number of cases enrolled
in each market area. A total of 2,016 cases were ultimately released to the field in order to yield the
desired 1,600 completed abstracts. Most of the need for additional cases arose from discovering in
the field that patients were ineligible for our study (13 percent of the cases released). For colon
cancer, the primary reason for cases being ineligible was that the cases had had a previous surgery
for colon cancer. For CVA cases, the reason for indligibility was typically that the onset of conditions
occurred more than 14 days prior to admission or that the symptoms were resolved within 24 hours
after admission.

The proportion of indigible cases ranged from 10 to 17 percent, with rates of inligibility being
lower for the fee-for-service cases than for HMO cases for both conditions (see Table C.2). This
discrepancy was due primarily to the poorer quality of the data supplied by HMOs on patients ICD-9
codes. Within each of the groups, ineligibility rates were very similar for the two conditions, about
10 percent for the conditions for FFS cases and 15 versus 17 percent for the two conditions for HMO
members. In addition to the ineligible cases, about 2 percent of the cases assigned to the field were
not abstracted because no record was found at the hospital that the patient was ever admitted there.
Over half of these instances were for CVA cases in the HMO samples, because the patient lists
supplied by the HMOs occasionally included patients who went to the emergency room for a
suspected CV A, but were found to not have had a CVA and were not admitted as an inpatient. For

another 4 percent of the cases, the medica record was not available at the time the abstraction was

being done.
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TABLE C.2

DISPOSITION OF SAMPLES BY FINAL STATUS

Fina Status
Patient Record
Sample Complete  Ineligible Not Not Other Total
Admitted Avallable
Fee-for-
Service
CVA 408 48 4 25 0 485
Colon 401 49 6 14 1 471
Cancer
HMO
CVA 402 77 23 20 4 526
Colon 412 91 6 22 3 534
Cancer
Total 1623 265 39 81 8 2016

Abstracting the necessary data from the medica records required an average of about 1.5 hours

for the colon cancer cases and about 1.75 hours for the CVA cases. However, the time varied widely,

ranging from about 30 minutesto 6 hours for both instruments.

2. Quality Control

Each completed abstract was reviewed by a quality control editor, a trained medical records
technician. As part of the manual edit, diagnoses and procedures that were not coded by the
hospitals were given ICD-9 codes. Missing information as aresult of abstractor error was the main
quality control problem identified during the initial review; very few inconsistent or out of range
responses were detected during the manual edit.

additional information to permit the principal investigator to resolve obvious inconsistencies. The
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data were also subjected to automated range and consistency checks during data entry of the
instrument.

If the manua edit identified unresolved, inconsistent, or out of range responses, or if more than
one item was missed as a result of abstractor error, the case was returned to the abstractor for
additional data. (To control costs, abstracts with only one missing data value were not returned to
the field.) The survey assistant contacted medical records department staff in several hospitals to
obtain missing information to expedite the retrieva process. In total, 228 abstracts were sent back
to the field for missing information.

Once this process was compl eted, the great majority of cases (83 percent for CVA, 93 percent
for colon cancer) had no missing items. Only one data item (whether the nursing assessment included
evauation of the patient’s functiond status) was missing from more than 1 percent of the cases. This

problem was attributed to the placement of this question on the abstraction form.
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